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Foreword 


The rapid emergence of management education programs m the developing 
economies of Latin America, Asia and Africa has created a corresponding 
growth in the demand for suitable reading and teaching matenals-matenals 
that are more directly relevant to conditions and problems prevailing in these 

economies and more accessible within limited student budgets. 

As part of a wider effort to meet these demands, the International Cen 
for the Advancement of Management Education. Graduate School of Busi¬ 
ness, Stanford University, encourages and sponsors staff members and parti¬ 
cipants in its seminars to collect and write cases based on research in the 
developing economies; to select, assemble and translate particularly relevant 
materials from the existing literature and to write papers and monographs 
.. incorporating ideas usable in business administration courses in these 

countries. 

This book is one result of this effort. Like its companion pieces, its aim 
is to i rovide a useful addition to the inventory of materials available to those 
Ingaged in a study of management problems and practices. 


International Center for the Advancement EZRA SOLOMON 

>/ Management Education, 

Director 

graduate School of Business, 

Stanford University, 

Stanford, California 
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Preface 


Over the past decade or so marketing has received increasing attention from 
both marketing teachers and marketing practitioners. The development of 
world markets, vast technological changes, the increasing industrialization 
taking place in the emerging economies, the outpouring of new products, 
and the realization that marketing costs are a substantial part of the total 
a sts of any product are but a few of the many reasons for the intense interest 

being generated in this subject. 

Marketing is a difficult subject to master if only because it requires an 
understanding of a variety of disciplines including economics, sociology, 
cultural anthropology, psychology, management science, mathematics, and 
static s. Thi implies, in turn, that it is a difficult subject on which to write 
because of the skill required. It seemed appropriate, therefore, to attempt 
to overcome this limitation by assembling in one book the best that could 
be said about the subject of marketing by literally going to those who possess 
unique skills in one of the basic disciplines mentioned earlier. This, then, 

is the rationale for this book o' readings! 

The leadings contained in this book were selected because of their contri¬ 
bution to the concepts of marketing management as well as to the implementa¬ 
tion of these concepts. Chosen from a variety of disciplines and containing, 
put a minimum of * 4 Americana” they offer, in the aggregate, the best avail¬ 
able regarding marketing management. Throughout the book emphasis is 
placed on the 0Ction comp.meat of marketing. The articles contained in this 
book arc both broad and narrow in that some apply primarily to the opera¬ 
tion., of lit.- marketing department while others apply to the operations of 
the total firm as affected by activities in the maiket place. 

I he search to locale the over fifty articles contained in this book required 
the screening of literally hundreds of articles from a wide variety of sources. 

w 

1 criteria were that, first, the material must be directly applicable to the 
business management sector of the Indian economy and, second, that j( he 

W ' 

the best available rcgai dicss of origin or date. In the latter case, the selection 
'*' hopefully confined to the classics of th night related to marketing manage- 


H 

ment. 


The basic theme of this volume is that marketing is not—indeed cannot 
be - a mere collection of a variet\ of discrete activities. Rather, the point of 
eK is taken that marketing is a unifying agent for all mnna 'cment activities. 
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PREFACE 


This view is reflected in the organization of the book which 
I. Nature and Scope of Marketing Management 
Effect of the Market on the Activities of the Firm 
Segmenting the Market 
Planning and Decision-making in Marketing 
Major Marketing Strategies 
The Marketing Organization 


as follows 


II. 

III . 

IV. 

V. 

VI. 

VII. 


Evaluation of Marketing Efforts 



Considerable attention is given to the basic marketing strategies by incli 
ing articles which center on the product, pricing, channels of distributii 
and physical logistics, advertising, and personal selling. 

We acknowledge with thanks the opportunity to reproduce materi; 
selected from the following sources : 

Associations and Foundations 
Advertising Research Foundation, Inc. 

American Management Association. Inc. 

American Marketing Association 
Foundation for Research on Human Behavior 
1 he Paraffined Carton Research Council 

Periodicals . ■ 1 

Advanced Management Office Executive 
Business Horizons 
Business News Notes 
Cost and Profit Outlook 
,, Harva>d Business Review 
Industrial Marketing 
Journal of Business 
Journo 1 of Marketing 
|4l l°a r nal of Marketing Research 

Management Science 
jl] Printers 9 Ink 

Psyi hi>logical Review 
7 he Management Review 
The Public Opinion Quarterly 

Publishers 

Harper & Row, Publishers, Incorporated 
Harvard University Press 

.McGraw-Hill Rook Company, Inc. 

Richard D. rwin, Inc. 

University of Chicago Press 

For «eh .micle the author's affiliation is indicated is of the dale the 
was published. l,,c 
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11 Marketing Management 

and the Administrative Process 

Ralph Westfall and Harper W. Boyd, Jr. 

The administrative process provides a useful framework for the diagnosis and 
analysis of marketing problems as well as a way of conceptualizing the tasks faced 
by marketing managers. 

The administrative process consists of setting objectives, planning the 

operations necessary to achieve the objectives, organizing to put the plan 

into action, putting the plan into action, and controlling the operations in 

such a way as to know whether or not the objectives are being achieved. The 

concept of this process provides a useful framework for analysis of the 

problems facing a marketing manager. It enables the administrator to 

perceive the total operation of the firm and the relationship of the marketing 

activities to this totality. It also furnishes him with an orderly sequence 

of stepj by which to think through his job, and it provides a perspective 

from which he can make a more realistic diagnosis of the day-to-day problems 

that come across his desk, distinguishing between symptoms and basic 
problems. 

The administrative process is simple to comprehend yet difficult to apply. 
It involves a way of administrative life and, as such, should permeate the 
e\en day business life of all executives. It is essentially non-quantitative, 
although quantitative techniques are helpful in “solving” the problems that 
are involved in its implementation. The process provides a way of taking 
fragments of information and putting them into categories that in the long 
run, will provide the executive with data that will facilitate decision making & 

SETTING OBJECTIVES 


The broad objective of a firm is to make profits, but a company also ha: 
responsibilities to the stockholders, the community, and its employees. Non< 
of .hese however, provides a specific rationale for the firm’s existence. Some 
wnters have suggested that management think of its basic objective in term< 
or the firm’s specific products or services, but a more useful approach is tt 
ink of a firm s objective in terms of ’’the niche or part of the market tha 
e company wishes to acquire by offering some product or service. Ir 

IrwiT'lnc 19 F /lTnnTV”i> M r r ^? fi Management (Homewood, Ill.: Richard D 

University ’ Haroe^ W ^ D We . stfa11 : Professor of Marketing, Northwester: 

rp \. Boyd, Ir.: Professor of Marketing, Northwestern University 
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thinking about a company’s objective, in other words, we can go beyond the 
product or service itself to the kind of demand involved—for example, the 
demand for finely tailored men’s clothes or specific types of food products’’.' 

1 ; 1)S ji n e of thinking has become known as “the marketing concept" and 
is well summarised as follows i “Management must think of itself not as 
producing products but as providing customer-creating value satisfactions. 
It must push this idea (and everything it means and requires) into every nook 
and crannv of the organization. It has to do this continuously and with the 
kind of flair that excites and stimulates the people in it. Otherwise, the 
company will be merely a series of pigeonholed parts, with no con¬ 
solidating sense of purpose or direction. In short, the organization must 
learn to think of itself not as producing goods or sendees but as buying 
customers, as doing the things that will make people want to do business 
with it". * 

Most firms must confine their basic objective to some particular part or 
segment of the market. Rarely, if ever, can a firm, regardless of its size, 
satisfy the needs of all segments comprising the market for a given product. 
This is particularly true if one thinks in terms of product use as contrasted 
with specific products or services. Those firms producing for the mass 
market typically find that they cannot actually produce successfully for all 
market segments, e.g. they cannot satisfy both the segment demanding low- 
priced products and the segment demanding highest quality regardless of 
price. Despite this need to concentrate on a specific market segment, it is 
essential that management not think too narrowly about the firm's niche, 
since to do so will prevent management from being perceptive to slow trends 
that may ultimately erode substantially the need for its product. The case 
of the railro, and their narrow objective of moving goods and people only 
over steel rails is a classic example. 

Before deciding v.hat niche to aim for, a firm must, of course, know the 


demands of the various market segments, how competing firms are attempting 
to satisfy these demands, the resources of the present and potential firms 
comprising the industry, and its own resources. A realistic accounting of a 
firm’s own resources is difficult, since it includes an appraisal of human 
resources. Some firms make the mistake of using the resources of the other 
firms in the industry as a standard for measuring the worth of their own 
resources. While such a criterion is useful, it is ultimately the needs of 

the market niche that the firm seeks to fil! that determine the value of its 

resources. ? ti'Hi I 9 • ' • • - : M\ 


Once the firm has determined a market niche that is consistent with it: 
resoun , it is then, and only then, ready to meet the problems of planning 


1 Edward T. P. Watson. “Diagnosis of Management Problems”, Harvard Business 
Review , j anuary-Febraary, 1958, p. 70. 

* Theodore Levitt, “Marketing Myopia 0 , Harvard Business Review t July-August, 

I960, p. 56. 
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organizing, and controlling its operations. The market niche becomes 
broad umbrella that governs the total business life ’. 3 

PLANNING 1/ 



Management has the responsibility of developing a program or plan of 
action that is consistent with fhe needs of the market niche, the trends and 
conditions existing in the economic environment within which the firm 
operates, and the firm’s resources. While a firm's total plan encompasses 
far more than merely the marketing aspects, the major strategies upon which 
the detailed plans are built are market oriented. It is :iot easy to categorize 
these strategies, but a useful (and generally accepted) classification includes 
four categories: the strategies of proouct and product line, channels of 
distribution; adveriising, personal selling, and promotion, and pricing. 

Each of these strategy categories is very broad; each can be divided and 
then subdivided into many parts. All are highly interdependent. The product 
strategy that a firm adopts is conditioned bv and in turn influences the other 
strategies. Putting these various strategies together to obtain the optimum 
over-a I “mix” is one of managements most difficult problems. At any one 
time, one activity may dominate the marketing “mix”, causing other activities 
to be adjusted accordingly. At another time, this activity may be of minor 
imporfance. Research and development, for example, may be most important 
at one point, but later the development of competent channels o; distribution 
may become the most essential need. The ability to adjust to changing condi¬ 
tions is necessary. “Strategy becomes embodied in company policy, and a policy 
can sometimes become a sacred cow, which succeeding managements hesitate 
to change either because of a feeling that it is difficult to argue with success 
or a belief that present trends are fads that will soon disappear". 4 

i )nce the various strategies have been determined, planning of a different 
type must be effected. Scheduling or programing must be carried out and 
provisions made for co-ordination. A marketing program is a continuous 
activity. It should specify what to do, how to do it, when, to do it, and who 
is to do it. It is specific -establishing quantitative forecasts and quotas, it 
involves he construction of a budget, or a series of budgets, in which sales, 
margins, and expenses are specified in total and by operating units down 
to individual salesmen. The plan shows the role to be played by each 
activity wii :in the marketing department and, where applicable, activities 
located in other areas of the firm. The construction of a plan will often 
bring into the open operational inconsistencies that have prevailed in the 
past; for example, the failure to co-ordinate sales and advertising or the 
goal of signing u certain large outlets without "upgrading” the sales force. 


Fred J. Butch, The Marketing Philosophy as a Way of Business Life”, American 
Management Association, Inc., Marketing Series No. 99, 1957, p. 4. 

4 Watson, op, cit., p. 72. 
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hear and believe only those things that they want to hear and believe. 
Tvpically. the marketing department wants many 

frequent^ quiek product changes. Engineering *£+*?£*?*% 
standardized products and >"^ nt Ch f 8 “ y resu|t from countervailing 

power), the firm's organization must be such that head-on clashes are detected 

and differences reconciled quickly. . m „ct 

The organizational system within the marketing epa 
recognize and establish the proper relationships between line and sta 
personnel, the scope of each individual’s job, the authority system, and the 
system for controlling the organization over time. Such concepts as 
centralization versus decentralization; profit centers; and geographic-, 
customer-, or product-centered organizational breakdowns are important 
There are many dimensions of the organizational system, for example, 
the organization shown on the chart, the organizational system through 
which communications flow, the system for exercising authority, thk. system 
for control, and others. They are interrelated and changes in any one will 
inevitably affect the others. The organizational system is one of the most 
sensitive areas with which management has to contend. Failure by manage¬ 
ment to adjust the organization to changes in the market or within the firm 
will quickly lead to organizational problems. 


PUTTING THE PLAN INTO ACTION 

No matter how complete the definition of objectives, the planning of 
marketing strategies, and the organizing of activities, nothing happens if 
these are merely left on paper. The organization must put the plan into 

action. 

The field sales force is one of the main centers of such action. Salesmen 
must be recruited, trained, supervised, and paid. Plans for these activities 
are developed in the planning step of the administrative process. Such plans 
will take into account sales-force needs in view oi the objectives. If more 
salesmen are needed to accomplish the sales objective, the plan will call for 
this increase. It is in the action step, however, that recruiting activities are 
begun, actual individuals selected, training programs put on, salesmen sent 
into the field -inspired, encouraged, or pushed as the case may require. 

Advertising programs must also be activated. The advertising personnel, 
often in conjunction with an advertising agency, develop the actual advertise¬ 
ments to be used, the media in which to place them, and the other promo¬ 
tional activities, such as point-of-purchase advertising materials and special 
promotions. 

The marketing research department determines .the projects on which 
it can work most profitably and then carries out the actual data collection 
and analysis. Physical distribution o’ the product must be accomplished. 



8 READINGS IN MARKETING MANAGEMENT 

Stocks arc established and maintained at the necessary points, and orders 
,re processed so that shipments arrive on time and intact. 

CONTROLLING 

The control function consists of following up to determine that the actual 
operation is proceeding according to plan. No executive can anticipate the 
future with certainty, and thus there is the probability that events will occur 
that will necessitate changes in the plan, the organization, or even in the 
objectives. Management must keep informed on both long-range market 
trends and short-run changes in the strategies employed by competitors. In 
another sense, control deals with mistakes; it attempts to identify them, 
rectify them, and prevent them from recurring. 

Standards are an essential part of the control operation, since performance 
cannot be appraised unless it is measured against some criteria. It is not 
always possible to measure the performance of parts of the marketing opera¬ 
tion, for example, the advertising function. Wherever possible, however, 
standards must be established: quotas and budgets are common types. They 
may be broken down by individual salesmen, territories, and products. 

Reports are an essential part of the control system. Common reports are 
those dealing with actual sales versus quotas, brand share within individual 
markets, consumer brand preferences, attitudes of channels toward the 
company and its personnel, and cost ratios such as sales expenses to sales. 
In many companies the marketing research department spends a large part 
of its time and budget obtaining control information. 

Another type of control that is essential is accomplished by personal 
supervision. Reports will rarely indicate what people are thinking or what 
their attitudes are. There is no effective substitute for the chief marketing 
executive's finding out how members of his department think or feel about a 
given situation through personal contact. Probably the most effective control 
over people is that which involves anticipating how they will react to a given 
situation. Once this is known with reasonable certainty, then management 
can adjust i(s decisions to utilize the typical reactions to best advantage. 

Control leads to reappraisal. If it did not, control would apply solely to 
the present state of affairs and would not lead to any changes. Thus 
conceived, control would be a static process. Yet the market-oriented firm 
is flexible and dynamic, responding in a positive way to the changes in the 
market place. Reappraisal must be a continuous process whereby manage¬ 
ment assesses constantly the commitments of the firm’s resources to a 
given set of strategies designed to exploit a given and definable market 
niche. The administrative process thus becomes an evolving circle in 
which objectives are changed, and this, in turn, produces a need for a 
change in the firm s marketing strategies, which in turn presents a need for 
a change in the organizational system, and so on. 




21 Business Management as a Total 

System of Action and the Role 

of Marketing 


THOMAS A. STAUDT 

In this article the author views business as a goal-directed system in which the 
objectives determine the way in which the resources of the firm are combined in 
the form of operating systems. The underlying strategies and tactics of the firm 
must"T market oriented since the market holds veto power over the effic.ent 

operation of the entire system. 


INTRODUCTION 

Business management in the present American economy is a highly 
complex process which cannot be characterized easily in simple terms. Stated 
as succinctly as possible, however, management involves the planning, 
organizing, and controlling of a combination of “inputs” to achieve a pre¬ 
determined series of “outputs”. This means that the administrative action 
ol the firm is a goal-directed effort in which ihc ubjcctives ol the him deter 
mine the way in which men, materials, machines, and money are combined 
in the form of operating systems. From a managerial point of view the firm 
is engaged in integrated production (creation of utility) to serve most profit¬ 
ably an area of market opportunity. Markets are the lifeblood of the 
business: they arc its principal source of revenue. It is in meeting the needs 
and preferences of buyers making up the market that the firm finds the 
economic justification for its existence. The realization of this viewpoint 
sharpens the focus substantially of the whole business process. It properly 
presents marketing as the cornerstone in a managerial philosophy with which 
to guide the actions of the firm. We have often heard firms characterized 
as being machine-tool manufacturers, food processors, dress makers, steel 
fabricators, or heating and air conditioning assemblers. These characteriza¬ 
tions are descriptively helpful; but they do not adequately convey the 
managerial orientation to the firm, for each emphasizes the principal 
employee activities. Actually, these activities are only preparatory to 
achieving the main goal of the firm which is profitably serving markets in 
which these products are consumed . 

source ; I Tom William Lazer and Eugene J. Kelley (eds.), Managerial Marketing 

(Homewood, Ill, : Richard D. Irwin, Inc., 1962), pp. 198-204. Thomas A Staudt: 

Professor of Marketing, Michigan State University. 
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PROFITS REFLECT THE EFFECTIVE FUNCTIONING OF THE FIRM 
AS A WHOLE 

If the dominant gosl of the enterprise is to serve profitably an area of 
market opportunity) then those assets and distinctive qualities of the firm 
which make for lasting competitive superiority must be fully capitalized. 
In carving a niche for itself in the market, each firm must employ its 
resources in such a way as to develop a total “personality” for competitive 
purposes which gives it the greatest economic power and which rivals will 
find hardest to duplicate. In this mission, all resources of the firm are 
pertinent, including its research and development talents, engineering skills, 
production efficiency and know-how, an * he effectiveness of its sales 

organization. 

When one thinks of all the factors that can make for competitive 
superiority, it becomes obvious that the operations of the firm as a whole 
must be considered as primary, rather than the functioning of any one of 
the parts. Moreover, in striving for profit maximization, management 
problem is one of effective integration and combination of all the parts of 
the enterprise. In this sense, then, it cannot be said that marketing is more 
important than any other functional part of the firm, anymore than it can 
be said that the carburetor is a more important part of a gasoline engine than 
the ignition system. The efficient functioning of the engine depends upon 
the opumum operation of each of the parts in a mutually dependent way. 
Translating this notion into management terms, we can think of the firm 
as consisting of a profit pipeline into one end of which flows a series of 
inputs nltimately being transformed into a series of outputs at the other 
end. In between, acting as successive valves or gates in the profit pipeline, 
are the principal functional phases of operations which account either directly 
or indirectly for this transformation. For profits, which are the energizing 


Functional Factors in the Profit Pipeline 


INPUTS 
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MATERIALS 

MACHINES 

MONEY 

TIME 


ALL GATE5 MUST BE OPEN 



OUTPUTS 


PRODUCTS r 


MARKET SHARE 
PROFITS 

CORPORATE GOALS 


IF ANY ONE GATE IS CUOSEQ OR ONLY PARTlALUf 
OPEN, THE WHOLE PROFIT PIPELINE BECOMES CIOGGED 


FIG. 1 


force within the business, to flow in an optimum way, all gates must be 
open. Close any one gate and the profit pipeline becomes clogged. Figure 
1 is a pictorial illustration of the pipeline. 
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BUSINESS MANAGEMENT AS A TOTAL SYSTEM OF ACTION 


The operations of most industrial enterprises center around the six 
principal functional relationships shown in the Dtetration. Each rf tee 
is strategic, and when performance in any one is inferior, the firm 
may be Capable of achieving its over-all objectives. A few selected 

examples will serve to illustrate this point. 

The crucial importance for many firms of the research and developmen 

area is evidenced by the fact that many companies estimate that a major 
proportion of their sales in the next ten years will come from products not 
now in production. American industry more and more is dependent upon 
technological development for its well-being. Product displacement resu ting 
from scientific research and engineering is more apid. The profitable 
length of life of many products is consequently much shorter than once was 
the case. For instance, in the electronics industry, three years is believed 
to be a long period of time for any firm to expect to have a preferred 
technological position with a product before competitors can offer new pro¬ 
ducts with basic improvements. This means that firms are required to 
spend an increasing number of dollars for research and development, if only 
for defensive purposes. Successful opportunities to lag continuously in the 
pertinent technology of the industry are more limited now than ever. 

Purchasing can play a very important role in the profit affairs of the 
firm, particularly where materials account for a large percentage of each 


sales dollar. For example, in paper making, materials account for about 
60 per cent of the total product cost. In 1953, one paper mill had sales in 
the neighborhood of $ 15 million and profits from operations before taxes 
of 3 600,000. In that year, however, it was necessary to write down ma¬ 
terials in valuation by over half a million dollars, leaving the firm barely 
above the break-even point for the business as a whole. 

I he total significance of the personnel management and industrial rela¬ 
tions area is becoming better recognized. Human resources are perhaps 
the most significant resource of any firm—particularly over the longer 
period. The success of the firm, to a great extent, depends upon the quality 
of its people and their effective utilization. Indicative of this is the current 
widespread management interest in executive development programs, to 
provide able administrators to keep pace with industrial growth and decen¬ 
tralization, and provide a continuous supply of top management personnel. 
In 'he industrial relations area, consider the cost to Westinghouse of its 
1955 strike. Millions of dollars in profits were lost directly through the 
shut-down and more millions indirectly' before it could recapture its over¬ 
all position in ilie market. To estimate accurately the total real cost of such 
a strike is almost impossible. 


The importance to the firm of sound financial management is obvious. 
Capital budgeting and financial controls are a normal part of day-to-day 
operations in any soundly managed enterprise. Moreover, with the current 
rate of industrial expansion, long-range financial planning is increasingly 
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>lds: the operations of the firm should be looked at as a total system of 
action. Consequently, the gasoline engine analogy holds and in this sense 
mark. ti?ig is no more important than any other principal functional phase 
of company operations. But there is one overriding and all-powerful con 
sidcration with respect to the forces of the market place which provides the 
focus for management strategy. 

MARKET VETO POWER AND MANAGEMENT STRATEGY 

While all individual actions taken in the functional areas can be con- 

f 

idered as within management discretion, it is the market which sar r tions 
all the preceding steps prior to the making of a sale. This is to say that the 
market holds at least veto power over the entire system. What is done in 
research and development, production design, production scheduling, quality 
contT . inventory control and the like must ultimately meet the test of 
the market place—do buyers give their approval through allocating their 
own resources for the purchase of the product in sufficient quantities and at 
adequate prices? Since this veto power exists and since the firm is organized 
for the purpose of profitably serving market opportunity it follows that the 
strategy and tactics of the firm should he market oriented. 

It B true that value added by manufacturing and distribution flows toward 
the market place rather than from it. However, just because succeeding 
steps in a system designed to move products from raw materials into 





noted earlier 
effort. The 
Figure 2. 
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The flow diagram, Figure 2, shows raw materials (or in whatever state 
purchased by the firm) entering the enterprise, and through design, equip¬ 
ment, human effort, and organizational systems and procedures being 
transformed into products destined for ultimate use. The managerially 
strategic and tactical action underlying the system as a whole is shown to 
!market oriented, or based on market requirements and specifications. 
Conviction in this fundamental notion is basic to any soundly managed, 
mature enterprise in a competitive free market economy. Value added to 
the product is of course shown to increase with each succeeding phase of 

operations within the system. 

The philosophical objective of this whole system of action is maximum 
impact at the point of ultimate sale to precipitate purchase action within the 
boundary of optimum cost and revenue relationships. I he qualification is 
important. Maximizing impact alone is not the objective. Reaching profit 
maximization is a prime target. This is achieved when impact is greatest, 
consistent with the total costs of developing that impact, and the revenues 
that would be forthcoming as a result of the purchase action that flows irom 
it. Staled differently this means matching total effort with market oppor¬ 
tunity. I he effort in terms of manpower and dollars should be only as 
much as the market justifies. Also, this effort must not only be of the 
right quantity, but of the right quality and character for greatest market 
influence. Operationally, this precise point is extremely difficult to deter¬ 
mine, much ess reach; but it is the model of what is wanted. To approach 
'his mode, an optimum combination of all cost centers wherever they 
exist is necessary (be they manufacturing or distributive), and the combina- 
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no should be focused on market requirements. It is basically less 
ae consuming, and more profitable, for a management to adjust its offering 
t -3 the market environment, rather tnan to try to ch m.v the market 
environment to be responsive to what management prefers to supply. The 
old aJ ig ’ “You can have any color you want so long as it is black may 
represent a nappy state of affairs for a production executive, but it is out 
cA date as a aound business philosophy as the Model T. Ford to which it 

was applied. f-i I tit /r ll| \ '-X ? • C / ' 


WHAT IS MARKETING? 

The dtefimtiQi of marketing has been avoided deliberately up to this point 
because of the necessity for placing the role and function of market¬ 
ing in the perspective of a total system of action carried on within the 
firm The Committee on Definitions of the American Marketing Associa¬ 
tion defines marketing as ‘ those activities which direct the flow of goods 
and services from production to consumption". This definition, although 
widely accepted, places emphasis on the economic role of marketing and 
does not clearly portray the scope of executive responsibilities for marketing. 
From a managerial viewpoint, two specific notes of caution are urged 
in usisg the definition. First, those charged with marketing responsibili¬ 
ties within the firm dare not think of their job as starting with goods on 
the shipping platform. Secondly, and at the other end of the spectrum of 
r«po#sibi!ities, executives cannot consider their job as finished when the 
cash register rings at the retail level or point of ultimate sale. Effective 
and creative marketing encompasses a broader area of activities at either 
end of the scale. .j s i ; : 

On the basis of the above discussion, the following conclusions may be 
drawn: |kj .. f 3 If 1 i \ \ j X. , -i S i 

L Any business firm is engaged in integrated production (creation of 
utility) to serve most profitably market opportunity. 

2. The functioning of the firm within the concept of a total system of 
action must be considered as primary, rather than the specific function¬ 
ing of any one of the parts. 

3. Marketing has priority of emphasis within the firm only by virtue of 
the fact that the market holds veto power over all the other activities 
carried on within the system. 

4. The underlying strategy and tactics of the firm as a whole should be 
market oriented. Activities carried on within the system as a whole 
should constitute “goal-directed effort”. 

5. The objective for marketing, and indirectly for the firm as a whole, 
is thus one of achieving maximum impact at the point of ultimate sale 
to precipitate purchase action, within the boundary condition of an 
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optimum cost and revenue relationship-which means matching total 
effort with market opportunity, 

6. A tremendous premium is placed on accurately defining market require¬ 
ments and understanding purchase behavior. 

7. Cost centers over the system as a whole should be combined 

optimum way within the focus of market taigets. 

8. In its total mission, and particularly for purposes of reaching its longer 
term objectives, management should capitalize those qua ities an 
resources within the firm, which give it a total personality that in some 
way or other makes for competitive superiority and lasting distmc- 

tiveness. 
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31 What is the Marketing Manage- \ 

ment Concept ? j 

j. B. McKitterick I 

The marketing concept as a new yet old management philosophy is currently I 
receiving widespread attention from business executives. Why it has evolved to I 
its present state of importance and the problems inherent in its implementation are I 

the subjects of this article. I 

Anyone who gets a new idea bearing on business philosophy and who 
then takes the trouble to scan corresponding utterances of preceding genera¬ 
tions will return to this thought with increased awareness of its ap¬ 
parent lack of originality. In an attempt to locate the historic significance 
of this marketing concept that we are going to discuss today, I started 
reading the 1930 and 1940 issues of the Journal of Marketing and the 
Harvard Business Review. To my surprise, I found that many of the view¬ 
points expressed and the stances advocated on business philosophy bear 
striking resemblance to current writings. Indeed, what really seems to have 
changed are the phenomena—the goings on—that the authors cite to validate 
the importance and rationale o their message. So we nave hero 
unfamiliar problem in the social sciences; namely that words change their 
meaning much more slowly than the things to which they refer. This is 
particularly true of concepts such as profit, overhead, productivity and mar¬ 
keting orientation—which deal not so much with things that happen as with 
ways of thinking about them. 

In order to map changing meanings, it frequently is helpful to super¬ 
impose on a history of thought some crude scheme of classification which 
takes its definitions from the present. If we do this in the case of the mar¬ 
keting concept, we will notice that over the last thirty years the pre-occupa¬ 
tion of businessmen with the customer increasingly has been formulated in 
terms of an end rather than in terms of a means. Correspondingly', the con¬ 
ception of profit as the end objective in business seems to have declined, 
with a tendency to view it more as a basic condition that must be satisfied. 
To be sure, thirty years ago businessmen admonished each other to ke-p 
the custome, ’s interests in mind, but they usually connected this focus merely 
with their n vn need to adjust prices and volume of production to what the 
market would accept. Indeed, if we read between the lines, we find that 

source : From i mnk M. Bass (ed.). The Frontiers of Marketing Thought 
Science (Chicago, American Marketing Association, 1957). pp. 71-82. J. B. McKit- 
jt terick : Manager, Marketing Services Research Service. General Electric Company- 
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iL customer used to be the chap that you sent the bill to—frequently a 
distributor agent or dealer, but very rarely the actual end user. And sales 
tactics were conceived in terms of exploiting some scheme that wouldI perm, 
dealing with these trade institutions on a semi-exclusn e basis. There 
almost no mention of the idea that the manufacturer start!^cus 
lion on the end user, and base his competitive footing on some superiority 
of value that matched with the needs of a particular group of these users. 
And it was obvious that few manufacturers felt that they had ability to look 
at the trade structure as a group of institutions for hire, to be selected and 
employed to perform specific functions that this end user needed. On e 
contrary, the trade structure was regarded as an impenetrable barrier— 
it was the market, and this fellow we have been calling the end user was 
the exclusive problem of the dealer, and no concern of the manufacturer. 

Occasionally someone like Oswald Knauth, who has always been a bit 
ahead of his time, would remind the manufacturer that packaging and 
product styling had better be customer oriented. But by comparison to 
these occasional warnings to the man at the helm to keep his eye on what 
the customer was doing, there were urgent exhortations to the man in 
the engine room to get more output with less input. Indeed, the problem 
of winning out over competition seemed to be conceived essentially in terms 
of subtracting from the costs of production, and dedvciing an equivalent 
product at a lower price. So it was quite fitting that in the 1930 s manu¬ 
facturers studied the economics of scale, economists explored marginal 
concepts fop setting the volume of production, and the government tried 
to prevent the large and cfiicien' firm from sinking its smaller adversaiies 
with the torpedo of lower price. In a short body of remarks it is out of 
scale to put a generalization such as this to adequate test, yet I cannot 

entirely resist some elaboration, because the social implications of what we 
* 

call the marketing concept in the end are going to be of much greater impor¬ 
tance than its bearing on management theory. 

If we examine the 1920—1940 period, we find that it witnessed great 
gains in productivity, but not all of these gains were distributed to the 
labor force. The installed horsepower per production worker almost 
doubled, and the output per worker more than doubled. However, the 
average hourly wage in these twenty years increased only from 50 $ to 66 $ 
—not quite a third, and the number of production workers stayed almost 
Constant at around 81 million members in a population that actually 
giew by over 20 . So, with rising productivity only to a limited degree 

passed on to th~ L ~ A mm'' * - 

increases, consum 
of the 1920 


e static body of production workers in the form of wage 

-.v..,u.ner prices fell steadily until in 1940 they were only 70% 

if the 1920 level, and unemployment in a growing population was a serious 
ind long continuing problem. During this same period, the design and 


^ ’ 1 -Q -— “ --- J-- — -7 '- —-- ' Q- - 

manner of me of most products changed only slowly, and the gross 
national product increased a scant 14%. 
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I To sum it up, the business ideology of producing the same product f or 
■ less cost scarcely turned out to be an adequate driving force for economic 
I growth. While a great deal of criticism was directed at the imperfections ! 
I of markets organized around administered prices, subsequent events suggest 
I that the real trouble was that most consumers had inadequate income 
I and inadequate reason to buy. In short, productivity gains unevenly : 
I accompanied by innovation of new products and broad distribution of pur- 
I chasing power resulted in a condition of chronic under-consumption. 

I Starting around 1940, the threat of war and the sponsorship of govern- 
I ment combined to introduce a basic transformation in the business process 
I which has had far reaching consequences. In a nutshell, business dis- 
I covered research. On the eve of this revolution the total research outlay 
I of businessmen stood at perhaps 100 million dollars. Today, these outlays 

I are somewhere around four billions, and for the first time over 50",. of 

I all the research done in this country is being paid for by industry out of 

1 its own pocket. If we throw in the defense effort which the government 

I pays for. the total research outlay rises to about 7] billions. However, our 
I interest here is not so much in the growth of this new industry or the sheer 
I size of its burden, which seems likely to surpass the total cost of all 
advertising: rather we are concerned to learn what research did to the 
growth of the economy and to the problems of designing and managing 
| an enterprise. 

Where the pre-1940 period was preoccupied with trying to make the 
same product cheaper, the postwar period saw a new dimension added 
to competition, in which the focus was to try and make the old product 
better, or even more bold, to try and launch a new product. And as the 
research-equipped manufacturer looked around for applications for his 
new-found creative power, he frequently discovered them in markets that 
he heretofore had not entered. The petroleum refinery began to turn out 
chemicals; the rubber plant, plastics; new alloys challenged older metals; 
electronics cast its shadows over hydraulics; and soon, everyone’s research 
and competitive endeavor was attacking someone else's status quo. Estab¬ 
lished concepts oi industry alignment began to obliterate, schemes nar- 
rowly concei 1 to defend market position in terms of price advantage 
I proved inadequate; and managements began to contend with problems 

of uncertainty that had multiple dimensions. A labor plentiful economy 

overnight became a labor short economy, and even though the number of 
1 employee and production workers has grown 50% since 1940, and their 

productivity probably another 50%, still the demand for their services 
has grown even faster, and wages have gone up some 70% in constant 
dollars. So here we had a reversal of the conditions of the preceding 20 
years, worker income rose more rapidly than productivity, competition 
was focused on using research to obsolete old ways of doing things, a flood 
j of new products poured forth to meet the rising discretionary spending 
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power, and we became so impressed with the results of focusing on what 

would be better for the customer rather than mere ‘ describe 

invented a now familiar phrase-"the marketing concept -to describe 

this triumph of innovation over productive capacity. 

„ we look back on these basic changes in the economy, we find clues 

to many of the problems which have concerned management science over 
the last ten vears. I refer especially to the constant search for means of 
planning and control that can contend with these rapidly changing mar - 
in-- conditions. For example, many businessmen have complained that the 
problem of predicting the customer’s behavior has been greatly complicated 
both by his rapidly rising discretionary income and by his growing con ro 
over the use of leisure time. Mink coats and motor cars, buying mgs 
and buying experiences all have begun to interact, and the passing fad and 
the more slowly changing style of life of which it is a part ave 
become very difficult to diagnose and distinguish. And as we already have 
noted, the industrial customer with his multiple raw material and pro¬ 
cess alternatives, and his possibilities of sub-contracting entire operations, 
swimming all the while in his own competitive sea of changing functions and 
market alignments, presents an equally fickle target for prediction. 

At the same time both the need for and difficulty of business planning 
have been heightened by technological trends in the production and dis¬ 
tribution process. The long term commitments required by automated 
plants, guaranteed wages, basic research, and multi-million dollar na¬ 
tional promotions imply not only irreversible decisions, but also greater 
lead time, because the assumptions in planning have to hold good over 
a longer and longer period as the separation between decision and im¬ 
plementation grows apace. The annual budget in many companies has 
been supplemented with the five year and even the twenty year plan. 
The very considerable risks entailed in these large resource commitments, 
combined with the increasing hazards posed by the caprice of the cus¬ 


tomer and the research efforts of an undefined arena of prospective 
competitors, have resulted in a powerful urge for diversification. Few 
businesses today seem to be able to undertake the risk of staying in a 
le market with a single product. Indeed, observing the pell-mell 
flight to add new products and markets, one might say that the most 
characteristic response of modern corporations to uncertainty is to refuse 
to choose. As new product applications emerge, as new categories of 
customers come into the market, as new technologies compete to answer 
the old need, the corporation is inclined to embrace each in turn, for¬ 
feiting no opportunity, straddling all risks. 

In due course, the organization structure begins to grow like a Christ¬ 
mas tree as the work of decision making is subdivided to take advantage 
of the specialized information and skills required. The sales executive is 
joined by the service manager, the product development manager, the 
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advt is inf aantfer, the distribution planning manager, the market ro.v 
director, and the whole team is duplicated anew as further lines are added 
Many decisions become difficult to deal with in such a structure because the 
Straddle the responsibilities of individuals. And when it comes to prepare 
purposive plans, t busiru is troubled by its inability to bring its own 
identity into triew- to see entirely its unique resources, skills and commit, 
meats, md the whole market environment of which they are a part. 

Finally, in analyzing this planning problem and its bearing on the market™ 
mcept, something probably should be said about the decline of the owner- 
mamger. The great size of modern enterprise, the progressive tax structures, 
tad the new -found affluence of even the most lowly worker all have combined 
i lessen the inclination and ability of individuals to undertake an entrepre¬ 
neurial role in many markets. Fortunately, the very economic growth which 
rules out individual enterprise in one area opens up an opportunity for it 
somewhere el -as in the service industries. But it is my impression that the 
passing of the entrepreneur, where it has occurred, has removed an important 
element in the planning process, because he supplied the reason for planning 
in the sense that he specified the objectives to be attained. Indeed, this 
entrepreneur made planning easy—if at the same time fickle—by telling 
people what he wanted to accomplish, and the whole matter was scarcely 
less personal or more complicated than his choice of a necktie for the day. 
In the modern corporation we have replaced the owner-manager with a hired 
management accountable in concept to a diffuse and rapidly changing body 


of shareholders, but actually in performance quite sensitive to the appraisal 
of multiple audiences among customers, suppliers, labor, financial institution', 
government and the public at large. By degrees, therefore, the decline of 
perfect competition and the decline of the entrepreneur with his simple 
conception of objectives are not unrelated events. Today’s complex markets 
with many dimensions of competition have been accompanied by a corres¬ 
ponding multiplication of the values to be reconciled in the policies of modern 
enterprises. 


So to summarize, business management has very difficult planning decisions 
to make, requiring that it foresee and analyze many alternate developments 
relating to its customers, competitors, and its ow r n resources, and manag 
ment must get these decisions made by people w'ho are organized in on 
enormously complex structure, in which they are aware of the interrelation¬ 
ships of their part and the business, but unable to adequately see the whol! 
busings and its environment, and the ends to be served by all these forecasts 
and decisions art becoming increasingly diffuse and uncertain. It is in this 
tort o setting that the marketing concept wag born, and it is my belief, after 
reflecting both on the background of the movement and the many statements 
o case which businessmen have set forth, that what this really represents 
searc or a management philosophy—a primacy of decision values—that 
restore order and manageability out of what threatens to seem like chaos. 
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Indeed, a, ,he risk of introducing 

tracts out of the total expenses of a modern business all of the s P 

on preparation for the future-ranging from research ami. » 

plant and training of personnel-* bound to discover that profit s a teeb e 
asure of the current day's battle with competition, and is cettai y 
meaningless if not considered with reference to accompanying^changes m 
market position. With many companies today operating in conditions of 

oligopoly, it is small wonder the enlargement of the market and c ° r "J* ' 
share held in that market have become matters of management concein at 

least equal if not prerequisite to profit. 

Now I want to turn from the general economic conditions and management 

problems which accompanied the emergency of the marketing concept to a 

discussion of its implications for business practices. Necessarily, this will be 

a highly personal statement because it is next to impossible to synthesize 

into a single theme what others have already set forth on this subject. It does 

seem to me, however, that the real distinction of the marketing concept which 

leads to the conclusion “this company has it” or “this one doesn t , is not 

so much a matter of organization structure or day-to-day tactics as it is a 

matter of what the management is trying to accomplish. 

A moment ago I referred to the shifting focus of objectives that has 
characterized the evolution of modern business enterprise—first, from a focus 
on profit for the owner to a striving for market position and success against 
>m pet it ion, and m t recently to a focus on growth in w'hich there is a 
continuing planned effort to enlarge the size of the market. It seems to me 
that the crux of the marketing concept is expressed in the latter not by 
depriving its historic competitors of the market position which they already 
have captured, but by the application of research and insight to the task of 
creating new markets indeed, new businesses—then we know that we are 
dealing with a management that has fully embraced the marketing concept. 
To be sure, as already has been brought out rather fully, any such endeavor 
is not without its economic repercussions in other markets and industries, 
but the very extent of these effects, reaching as they do to far and foreign 
places, confirms that something more than a minor improvement in the lot 
of the customer must have occurred. So to say it precisely, a company 
committed to the marketing concept focuses its major innovative effort on 
enlarging the size of the market in which it participates by introducing new 
generic products and services, by promoting new applications for existing 
products, and by seeking out new classes of customers who heretofore have 
not used the existing products. 

In all cases the word “new” means more than just new to the company in 
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question. It means “new", period. This is a somewhat more rigorous 
fh'n than to merely say that the business must constantly think of t y 
ci omers' best interests or put supremacy in marketing functions foremost 
And I might add that the rigor is deliberate, because only thinking of tfc 
customer and mere technical proficiency in marketing both turn out to 1* 
inferior hands when played against the company that couples its thoughts with 
action and actually comes to market with a successful innovation. To be 
sure, the business that seeks to apply its research and mass production ui 
national promotion prowess to such ambitious notions as doing really ne« 
things is going to have to be knowledgeably benign with respect to the cu< 
mer. and it certainly will reduce its risks to the degree that it is experienced 
and skillful in its marketing organization. But if the product and the service 
and the way they are sold are fundamentally in the customer's best interest 
great deal of amateurism in marketing tactics can be tolerated without serious 
nsequences. Turning the issue around, if business enterprises are to com¬ 
pete successfully in the quicksilver of modern markets, something more th 
sophistication in means of doing marketing work is going to be required. 
Indeed, to plan at all, and think adequately of what competition might d 
and its possible effects before committing multi-million dollar resource 
requires knowledge of the customer which penetrates to the level of theory. 
So the principal task of the marketing function in a management concept is 
not s< ► much to bo I killful in making the customer do what suits the interests 
of the bu mess as to be skillful in conceiving and then making the business do 
hat suits the interests of the customer. As Frank Knight observed some 
years ago, in conditions of real uncertainty, the outcome of a venture will 

r r 

be controlled much more bv the entrepreneurial decision on what major course 
of action to undertake than by expert practice in implementation. 1 Thtb. 
the central meaning of the marketing concept to the decision structure of a 
business is that the major purpose of the venture is taken from the need to 
solve some problem in the outer environment—some betterment for the 
customer and dll subsidiary decisions dealing with the acquisition and 




a 


allocation of resources within the business are bent to that objective. In this 
light, certain tests can be applied to our daily business practices which sharpen 
the distinction between the marketing concept and the mere awareness in 
management that superiority in the marketing function is beginning to be 
Ilf greater strategic importance than superiority in the production function. 
For example, we might ask, is the service of customers or defense against 
>m petition the main focus of the creative search for better courses of action. 
* 5^? bttrtness in the habit of undertaking tactics which pay their way in 


added saks volume, but which in prompt imitation by competition fail to add 
to profit If so. is the overall marketing effort really adding consumable 


lFranK Rilkp Uncertainty, and Profit (Boston: Houghton Mifflin 
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advertising 


and product 
adding to the 


as the song- 



expenditures which seek to make likejS^mice^ithout 
redesign which attempts to pro^u« J c0 „ stan ,| y exhausting 

functions P“ rt0 ™^ b ; P „ i„ tro duced by its competitors-as when it 

channel which the customer seems to prefeir. J f I £ M ^ ^ m 

writer puts it—causing the managemen ] , custon)ers wh en their 

plaC e7 is the preduc, are so fragmenting that some 

customer oriented man or is he a loya < ” * - ,, • t i Kncjness 

customer understand his employer’s policies. And ina y, . 

using its resources and ability to innovate on tasks that smaller compento s 
with less overhead can handle better, or is it taxing its capacities to the 

fullest in undertakings that really challenge it? htIe 

These are fairly direct questions, but the answers turn on rather sub 

differences in the marketing posture of a company. By and large it is _ y 
observation that concerns which arc in an active growth phase will pass this 
sort of test; those that have slowed down and see themselves as digging m 
for a defense against younger, more vigorous competitors in time wi ai e 
tcst . Certainly, anyone who examines the turnover in rankings of the hundred 
largest corporations, or the turnover in the leadership position in even t e 
smal t markets, cannot fail to see that the graveyards of business are fu 
of those who conceived their obligations to the customer too narrowly. 

Now, one might ask, how can the active growth phase of a company be 
Infinitely prolonged? In the end, will not the constant adding of new 
products, new applications and new users lead to a loss of identity and a 
nomad-like wandering over the entire market terrain? And how does a com¬ 
pany so oriented—or disoriented—respond to the attack of competition? 
Must every action pass the test of what is truly in the customers interests? 
To be sure, these are important questions. But much of the difficulty is 
icntoAed if we remember that it often is in the interests of both the customer 
and the company that it abandon a market, that it forego an existing product 

line and forfeit some present clientele to competition. 

Where two groups of product users have different requirements in either 
the product or the services that go with it, the constant temptation is to 
suppress these differences, to force homogenization of the requirements, and 
we all are familiar w ith examples of the skillful use of price policy, engineering 
standards, advertising, and product design to such ends. Yet when such an 
unnatural marriage is challenged by a competitor who selects only one of the 
two user groups as his intended clientele, a competitor who aligns all his 
decisions in the interests of that single group and who brings to it a specially 
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designed product, then the profit position of the company that is straddling 
the issue is likely to become quite untenable. In the same way, a company 
may choose to deal with two unrelated markets in a manner that is dictated 
by the desire to apply some common technology or shared resource of prod®, 
tion or distribution. The endeavor in each market being limited by the 
requirements of the opposite market, this company, too. is vulnerable to a 
competitor that specializes in only one of these undertakings. So I submit, 
it is no prescription of dogma but the hard facts of competition that argue 
for coupling a program of innovation and growth with a sharp pruning knife 
to cut out the commitments that threaten to compromise the marketing 
concept. If we all freely admitted our mistakes and were prompt in forfeitin 
a losing battle to competition, a great deal of pointless advertising could 
be turned into profit, and a substantial improvement could be worked in 
sales to other markets where efforts have been less than customer oriented 
due to the conflicts that have been baked in. Indeed, it is precisely because 
of this constant need for pruning that companies which were guided by 
pre-war notions of production efficiency, and which grew along lines of 
bv-product diversification and vertical integration are in the gravest sort 
of difficulty today. Hence the most cogent argument for designing an 
industrial enterprise from the customer backward into the factory, rather 
than from the production process forward, so to speak, is that the success 
of the venture is becoming much less dependent on its production efficiency 
and much more dependent on its flexibility in adjusting to the risks posed 
by the changing requirements of its customers. 

n closing now f want to briefly refer to the implications of this marketing 
concept to the society at large. Recently several provocative viewpoints 
have been set forth on the threat of under-consumption in our economy. 
David Riesman has raised the question as to whether business enthusiasm 
fer the defense effort is entirely explained by patriotic and profit considera¬ 
tions. Melman in his recent book has theorized that a substantial part of 


the productive output of our economy is burned up in the form of adminis¬ 
trative overhead —useless labor that we enjoy doing—but which does not 
lead to furtner gains in productivity. 2 Several recent books have looked 
askance at trends in advertising which attempt to subversively guide buying 
behavior. All in all, there is considerable evidence of a somewhat latent 
but chronic concern among businessmen with the possibility that we are 
able to produce more than people will consume. Hence, perhaps we do 
welcome the creation of markets by the government as a source of stability! 
and perhaps we are elaborating a style of management and distribution 
functions that is sort of subconsciously wasteful and antithetical to the 
st£U%6ts of the consumer. There are tw'o reasons why even in the presence 


-Seymour Melman, Dynamic Factors in Industrial Productivity (New York: John 
wilcy & Sons, Inc., 1956). 
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of scant evidence such * end ^ leads to 

tk ta^o war, then we will be thrown into an economic contest 

with Russia in whtch them £«“? *» n 8 markets . If it turns out 
near equal technology, wil d t o{ business venture in 

that we have built a style ofTuiu" ^ manufacturing efficiency 
this country that burdens ' * overhead and distribution costs, 

we then may find ourselves a country-island of democracy m 

communism. More hopeiuny, , n oroduct and a better 

finding out what the customer would cons P researc h and 

way to sell it, and use *«, bfitfiaMS on such 

communication techniques to help the customer 10 auv^ nrnhlems 

questions, and if we then apply a " concept that insists 

Of human betterment, guiding the effort with d marketing co v 

upon constant innovation-then the heat of compe ition 
will be made to yield up consumable value and real economi _ 

our concern with under-consumption and fear for the outcome of a contest 
with a state-directed economic system will be pointless in the exjeme. 

In the second place, there has been a long continuing harangue in 
Washington over the state of competition in American markets. Administered 
prices and conditions of oligopoly are deplored as a counterfeit type o 
competition which resists true economic progress. Ironically, tlm very same 
postwar period that heightened these concerns has witnessed the develop¬ 
ment of an intensive form of competition that has ranged far and wide across 
the traditional market and industry boundaries. As I see it, the greatest 
asset of our present industrial structure is that the declining number o 
companies in each market has been accompanied by an increasing number of 
markets for each company, so that today, more than ever before, hundreds 
of American businesses are sufficiently diversified to undertake the great 
risks of real innovation. In the final analysis, it is the basic purpose of the 
marketing concept to exploit this risk-taking and product developing capacity, 
reckoning with all the uncertainties and making a positive virtue out of an 
economic system that offers the customer a choice, and at that, a choice 
that is not confined to price alone, but one that explores the full dimensions 

of the consumption experience. 


41 Marketing and Economic 

Development 

I fill * Peter F. Drucker 

Marketing is generally the most neglected area in the economic life of developing 
countries. It is manufacturing or construction which occupies the greatest attention 

in these economies. 

Yet marketing holds a key position in these countries. Its effectiveness as an engine 
of economic development with special emphasis on its ability to develop rapidly 
much needed entrepreneurial and managerial skills needs hardly any elaboration. 
Because it provides a systematic discipline in a vital area of economic activity it 
fills one of the greatest needs of a developing economy. 

MARKETING AS A BUSINESS DISCIPLINE 

The distinguished pioneer of marketing, whose memory we honor today, 
was largely instrumental in developing marketing as a systematic business I 
discipline: j 

—In teaching us how to go about, in an orderly, purposeful and planned I 
wav to find and create customers; 

—To identify and define markets; to create new ones and promote them: | 
—To integrate customers’ needs, wants, and preferences, and the intel¬ 
lectual and creative capacity and skills of an industrial society, towards the 
design of new and better products and of new distributive concepts and 
processes. 

On this contribution and similar ones of other bounding fathers of 
marketing during the last half century rests the rapid emergence of marketing 
as perhaps the most advanced, certainly the most “scientific” of all functional 
business disciplines. 

But Charles Coolidge Parlin also contributed as a Founding Father toward 
the development of marketing as a social discipline. He helped give us the 
awareness, the concepts, and the tools that make us understand marketing 
as a dynamic process of society through which business enterprise is 
integrated productively with society’s purposes and human values. It is in 
marketing, as w r e now understand it, that we satisfy individual and social 
values, needs, and wants—be it through producing goods, supplying services, 
fostering innovation, or creating satisfaction. Marketing, as we have come 
to understand it, has its focus on the customer, that is, on the individual 
making decisions within a social structure and within a personal and social 

««.mcE : From Journal of Marketing, vol. 22, January, 1958, pp. 252-259. Peter 
F. Drucker: Professor of Management, New York University. 
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va.ua system. Marketing is thus the process through which economy is 

integrated into society- to serve human first sense . mar ket. 

I am not competent to speak about ma g concerned 

mg as a te^ontd anog»e ot busme ^ ^ as , am. with 

r’jSL e.S society in generai - ^ 
of business enterprise in particular, without a deep and direct concern wrtta 
marketina But in this field I am a consumer of marketing alone alb 

"" I am not capable of making a contribution. I would indeed 

I Zl to talk about the wants and needs I have which I 

marketina hope that you, the men of marketing, will soon supply. a theory 

of pricin®' for instance, that can serve, as true theories should, as the founda- 

'actual pricing decisions and for an understanding of price behavior; 
or a consumer-focused concept and theory of competition. But I could n 
produce any of these “new products” of marketing which we want. ^ I cannot 
contribute myself. To use marketing language, I am not even effective 

demand,” in these fields as yet. 


THE ROLE OF MARKETING 

I shall today in my remarks confine myself to the second meaning in which 
marketing has become a discipline: The role of marketing in economy 
and society. And I shall single out as my focus the role of marketing in the 
economic development, especially of under-developed “growth” countries. 

My thesis is very briefly as follows. Marketing occupies a critical role 
in respect to the development of such “growth” areas. Indeed marketing is 
the most important "multiplier” of such development. It is in itself in every 
one of these areas the least developed, the most backward part of the 
economic system. Its development, above all others, makes possible econo¬ 
mic integration and the fullest utilization of whatever assets and productive 
capacity an economy already possesses. It mobilizes latent economic energy. 
It contributes to the greatest needs’, that for the rapi<i .Cvelnpiiii.-iit i 
entrepreneurs and managers, and at the same time it may be the easiest area 
of managerial work to get going. The reason is that, thanks to men like 
Charles < oolidge Pari in, it is the most systematized and, therefore, the most 
learnable and the most teachable of all areas of business management and 
entrepreneurship. 

INTERNATIONAL AND INTERRACIAL INEQUALITY ) 

Looking at this world of ours, we see some essentially new facts. 

For the first time in man’s history the whole world is united and unified. 
This may seem a strange statement in view of the conflicts and threats of 
suicidal wars that scream at us from every headline. But cinflict has always 
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been with us. What is new is that today all of mankind shares the same I 
vision, the same objective, the same goal, the same hope, and believes in 
the same tools. This vision might, in gross over-simplification, be called I 

“industrialization". \ 

It is the belief that it is possible for man to improve his economic lot * 
through systematic, purposeful, and directed effort individually as well ^ 
for an entire society. It is the belief that we have the tools at our disposal- I 
the technological, the conceptual, and the social tools—to enable man to I 
raise himself, through his own efforts, at least to a level that we in this | 
country would consider poverty, but which for most of our world would be 1 
almost unbelievable luxury. 1 

And this is an irreversible new act. It has been made so by these true ? 
agents of revolution in our times: the new tools of communication—the f 
dirt road, the truck, and the radio, which have penetrated even the furthest, I 
most isolated and most primitive community. 

This is new, and cannot be emphasized too much and too often, t is 
both a tremendous vision and a tremendous danger in that catastrophe 
must result if it cannot be satisfied, at least to a modest degree. 

nut a? the same time we have a new, unprecedented danger, that of 
international and interracial inequality. We on the North American 
continent are a mere tenth of the world population, including our Canadian ' 
friends and neighbors. But we have at least 75 per cent of the world 
income. And the 75 per cent of the world population whose income is 
below $ 100 per capita a year receive together perhaps no more than 10 per 
cent of the world’s income. This is inequality of income, as great as 
anything the world has ever seen. It is accompanied by very high equality 
of income in the developed countries, especially in our where we are in the 
process of proving that an industrial society does not have to live in 
extreme tension between the few very rich and the many very poor as lived 
all earlier societies of man. But what used to be national inequality and 
economic tension is now rapidly becoming international (and unfortunately 
also interracial) inequality and tension. 

This is also brand new r . In the past there were tremendous differences 

between societies and cultures: in their beliefs, their concepts, their ways 

of life, and their knowledge. The Prankish knight who went on 

Crusade was an ignorant and illiterate boor, according to the standards 

of the polished courtiers of Constantinople or of his Moslem enemies. 

BfcBcfBogiically his society and this were exactly alike. They had the 

same sources of income, the same productivity of labor, the same forms 

and channels of investment, the same economic institutions, and the 

same distribution of income and wealth. Economically the Frankish 

knight, however much a barbarian he appeared, was at home in the 

Motieties o€ the East, and so was his serf. Both fitted in immediately 2 nd 
without any difficulty. 
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And this has been the case of all societies that went above the level 

°'lh U e re 'inequ“i 1 ^”world today, however, between nations and races, 

is therefore a new-and a ihe promise 

What we are ***** "f*! “ international world-wide class 

war. The economic development is the opportunity of this age^ The OM 
war is the danger. Both are new. Both are indeed so new that most 

Of us do not even see them as yet. But they are Mjmn* 

realities of this industrial age of ours And whether « 

future of this world—it may largely decide its spiritual, its intellectual, 
its political, and its social future. 


SIGNIFICANCE OF MARKETING 

Marketing is central in this new situation. For marketing is one of our 
most potent levers to convert the danger into the opportunity. ^ 

To understand this we must ask: What do we mean by un er 

developed”? 

The first answer is, of course, that we mean areas of very low income. 
But income is, after all, a result. It is a result first of extreme agricultural 
over-population in which the great bulk of the people have to find a living 
on the land which, as a result, cannot even produce enough food to feed 
them, let alone produce a surplus. It is certainly a result of low produc¬ 
tivity. And both, in a vicious circle, mean that there is not enough capital 
for investment, and very low productivity of what is being invested 
owing largely to misdirection of investment into unessential and unproduc¬ 
tive channels. 

All this we know today and understand. Indeed we have learned during 
the last few years a very great deal both about the structure of an under¬ 
developed economy and about the theory and dynamics of economic develop¬ 
ment. 

What we tend to forget, however, is that the essential aspect of an “under¬ 
developed” economy and the factor the absence of which keeps it “under¬ 
developed," is the inability to organize economic efforts and energies, to 
bring together resources, wants, and capacities, and so to convert a self- 
limiting static system into creative, self-generating organic growth. 

And this is where marketing comes in. 


Lack of Development in “ Under-developed" Countries 
(1) First, in every “under-developed” country I know of, marketing is the 
most under-developed—or the least developed—part of the economy, if only 
because of the strong, pervasive prejudice against the “middleman”. 
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As a result, there countries are stunted by inability to make effective 
of the little they have. Marketing might by itself go far toward changi 
the entire economic tone of the existing system—without any change u 
methods of production, distribution of population, of of income. 

It would make the producers capable of producing marketable products b' 
providing them with standards, with quality demands, and with specifications 
for their product. It would make the product capable of being brought to 
markets instead of perishing on the way. And it would make the consumer 

capable of discrimination, that is, of obtaining the greatest value for his verv 
limited purchasing power. 

In every one of these countries, marketing profits are characteristically 
low. Indeed the people engaged in marketing barely eke out a subsistence 
living. And ‘'mark-ups’' are minute by our standards. But marketing costs 
are outrageously high. The waste in distribution and marketing, if only 
from spoilage or from the accumulation of unsalable inventories that clog 

the shelves for years, has to be seen to be believed. And marketing service 
is by and large all but non-existent. 

What is needed in any “growth” country to make economic development 
realistic, and at the same time produce a vivid demonstration of what econo¬ 
mic development can produce, is a marketing system! 


4 




— A system of physical distribution; 

— A financial system to make possible the distribution of goods; and 

Finally actual marketing, that is, an actual system of integrating wants, 

nee s, and purchasing power of the consumer with capacity and resources 
of production. 


nee< ^ | ar S e| y masked today because marketing is so often confused 
W1 the | radlt,ona l “trader and merchant” of which every one of these 
ountries as more than enough. It would be one of our most important 

contributions to the development of “under-developed” countries to get 
across the fact that marketing is something quite different. 

ou e asic to get across the triple function of marketing: 


five cr - v f ta ^ z ' n § and directing demand for maximum produ 

tive ehectiveness and efficiency; 

sumer ^ production purposefully toward maximum coi 

sumer satisfaction and consumer value; 

who reallv rnn! , < f reatin S discrimination that then gives rewards to thoi 

SnSC: oX l” th0Se Wh0 ° n,y Want ,0 take «■* 1 


Utilization by the Entrepreneur 
(2) Marketing is also the most 


easily accessible “multiplier” of managers 
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“nnflpr developed” growth area. And managers and 
and entrepreneurs m a n » J J ^ countrjes . In the first place. 

entrepreneurs are *e foremost * * of ^ , he result of the 

I” SSE responsible, risk-taking action, of men as entrepreneurs 

k - - entrepreneu^and nranager "o”^t 

people of these countries an understanding 

"’ZkeirclVonvert latemdernand into effective demand It cannot, by 

pwerZ exists. It can, therefore, create rapidly the conditions for a much 
higher level of economic activity than existed before, can acute -n- PI 

for the development of modern, responsible, 

professional management by creating opportunity for the P-ducer who 
knows how to plan, how to organize, how to lead people, how to innovate. 

In most of these countries markets are of necessity very small. They are 
too small to make it possible to organize distribution for a single-product 
line in any effective manner. As a result, without a marketing organization, 
many products for which there is an adequate demand at a reasonable 
price cannot be distributed; or worse, they can be produced and distributed 
only under monopoly conditions. A marketing system is needed whic 
serves as the joint and common channel for many producers if any of them 
is to be able to come into existence and to stay in existence. 

This means in effect that a marketing system in the “under-developed” 
countries is the creator of small business, is the only way in which a man 
of vision and daring can become a businessman and an entrepreneur himself. 
This is thereby also the only way in which a true middle class can develop 
in the countries in which the habit of investment in productive enterprise 

has still to be created. 


Developer of Standards 

(3) Marketing in an “under-developed” country is the developer of stand¬ 
ards—of standards for product and service as well as of standards of con¬ 
duct, of integrity, of reliability, of foresight, and of concern for the basic 
long-range impact of decisions on the customer, the supplier, the economy, 
3 and the society. 

Rather than go on making theoretical statements let me point to one 
illustration: 1'he impact Sears Roebuck has had on several countries of 

Latin America. To be sure, the countries of Latin America in which Sears 
: operates—Mexico, Brazil, Cuba, Venezuela, Colombia, and Peru—are not 
“under-developed” in the same sense in which Indonesia or the Congo are 
§ “under-deve'oped”. Their average income, although very low by our 
standards, is at least two times, perhaps as much as four or five times, that 
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of the truly "underdeveloped f ]evel thesc Latin American coun- 

fete Still in ewy respect e*cep have a „ thc problems of economic 

tries we at best "developing • ^ te fortn than the countries of Asia A 

d^elopment-rerhaps evenjn ^ t has been so fast during the 

and; Africa, precisely becau* me 

)Mt ten years countries is not a "low-price” merchan- 

It is also true that, jn thc ric her of these countries, and to 

d, * f ' U ^^^das' Tn the poorest of these countries. Incidentally, the 
* JS '° wer than that of the worker m the 

Hdggfrial sector of 0UT in Colombia or Peru. What is perhaps 

Still Sears tt a mass-marketer even .. undc r-developed” countries 

even more important, it a pplies in this country, carries 

exactly the same policiesflS Sthouah most of it produced in the 

substantially the same merchandise concepts of marketing it uses 

countries themaalvest, and apples af)d exper ience are. therefore. 

in Indianapolis or Philadelphia. marketing knowledge, and marketing 

, fair test of what marketing principles, marketing *no ft 

techniques can achieve. s$ which docs not have more than 

The impact of this o countries and handles no more than a 

b ' 8U " '° 0rga "''' 

. 2. 1 retailing throughout the whole — J‘JES 

•* " Jsupplier, and 

toward the customer toward ^ reta ilers to adopt modern 

Methods of pricing, of tnven.ory control, of fra.mng, of w.ndow d,splay, 

’neTr'a"- impac. Sears has had. however, is in the <*£ 

industrial business for which Sears creates a marketing • „ 

k has had to sell goods manufactured tn these countries « jmtrlJ . 

them of only because of foreign exchange restrictions). Sears ha^ 
mental in getting established literally hundreds of new manufacture, ^ 
goods which, a few years ago, could not be made in the coun y. 
sold in adequate quantity. Simply to satisfy its own mar e l"* | hat fe, 
lum had to insist on standards of workmanship, quality, and e . 

M standards of production management, of technical management, and 

on of the management of people-which, in a few short 
tke art and science of management in these countries by at leas a g . 

f hardly wed to add that Scars is not in Latin America for reaso 
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The Discipline of Marketing 


Finally, marketing is critical in 


economic development because market- 

^ 1 1 j 1 a a ^ rt M 1 /*! n / l 



entrepreneur and the manager who alone can cause economic development 
to happen. The world needs them, therefore, in very large numbers; and 


it needs them fast. 

Obviously this need cannot be supplied by our supplying entrepreneurs 
and managers, quite apart from the fact that we hardly have the surplus. 
Money we can supply. Technical assistance we can supply, and should 
supply more. But the supply o men we can offer to the people in the under¬ 
developed ” 1 countries is of necessity a very small one. 

The demand is also much too urgent for it to be supplied by slow evolu¬ 
tion through experience, or through dependence on ihe emergence of 
“naturals”. The danger that lies in the inequality today between the few 
countries that have and the great many countries that have not is much 
too great to permit a wait of centuries. Yet it takes centuries if we depend 
on experience and slow evolution for the supply of entrepreneurs and 
managers adequate to the needs of a modern society. 

There is only one way in which man has ever been able to short-cut 
experience, to telescope development, in other words, to learn something. 
That way is to have available the distillate of experience and skill in the 
form of knowledge, of concepts, of generalization, of measurement— in the 
form of discipline, in other words. 

THE DISCIPLINE OF ENTREPRENEURSHIP 

Many of us today are working on the fashioning of such a discipline of 
entrepreneurship and management. Maybe we are further along than most 
of us realize. 
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Certainly in what has come to be called ‘Operation Research and Synthesis” n 
we have the first beginnings of a systematic approach to the entrepreneurial! 1 
task of purposeful risk-taking and innovation—so far only an approach! \ 
but a most promising one, unless indeed we become so enamored with thef 1 
gadgets and techniques as to forget purpose and aim. | 

We are at the beginning perhaps also of an understanding o the basic t 
problems of organizing people of diversified and highly advanced skill and* 
judgment together in one effective organization, although again no one so far I 
would, I am convinced, claim more for us than that we have begun at last! 
to ask intelligent questions. I 

But marketing, although it only covers one functional area in the field,! 
has something that can be called a discipline. It has developed general 
concepts, that is, theories that explain a multitude of phenomena in* 
simple statements. It even has measurements that record “facts" rather! 
than opinions. In marketing, therefore, we already possess a learnable I 
and teachable approach to this basic and central problem not only of the| 
“under-developed" countries but of all countries. Ail of us have today the! 
same survival stake in economic development. The risk and danger of! 
international and interracial inequality are simply too great. 1 

Marketing is obviously not a cure-all, not a paradox. It is only one thing! 
we need. But it answers a critical need. At the same time marketing! 
is most highly developed. \ 

Indeed without marketing as the hinge on which to turn, economic^ 
development will almost have to take the totalitarian form. A totalitarian! 
system can be defined economically as one in which economic development 
is being attempted without marketing, indeed as one in which marketing 
is suppressed. Precisely because it first looks at the values and w r ants of 
the individual, and because it then develops people to act purposefully 
and responsibly—that is, because of its effectiveness in developing a free 
economy—marketing is suppressed in a totalitarian system, if we want 
economic development in freedom and responsibility, we have to build it on 
the development of marketing. 

In the new and unprecedented world we live in, a world which knows 
both a new uni y of vision and growth and a new and most dangerous 
cleavage, marketing has a special and central role to play. This role goes: 

— Beyond “getting the stuff out the back door”; 

— Beyond “getting the most sales with the least cost”; 

— Beyond “the optimal integration of our values and wants as customers, 
citizens, and persons, with our productive resources and intellectual 
achievements —the role marketing plays in a developed society. 

In a developing economy, marketing is, of course, all of this. But in 
addition, in an economy that is striving to break the age-old bondage of 
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man ,0 misery, want and "n, making is^the catalyst for the 

accomplishments! an’d the development of responsible economic ieaders and 
informed economic citizens. 


« 







t 


* 

























II/EFFECT OF THE MARKET ON 
THE ACTIVITIES OF THE FIRM 
























■ 




ft 





5 


Rational Behavior and Economic 


Behavior 


George Katona 


. • ■ „ wifil necessity if a firm is to 

Proper understanding of consumer ^avions psyc hological principles 

be market-oriented. This paper provides ms ^ and understanding 

can be of value in analyzing be study of economic behavior sine 

rationality. Also, psychology c “ h the problems of rationality, can be 

many aspects of behavior, and among them 
studied most fruitfully in the economic field. 

While attempts to penetrate the boundary lines between psychology and 

•' S. bee. nttfcer fnqiMt data* the hot few ,I,v.kIow I'syuhologists 

have I id little attention to the problems with which another sister discip¬ 
le economics, is concerned. One purpose of this paper “ “ 
intere . amon S psy chologists in studies of economic behOTK* u f in 

pose ,t will be shown that psychological principles may be of great value m 
Clarifying basic questions of economics and ihat the psychology ofi habi 
formalion. of motivation, and of group belonging may profit from studies o 

economic behavior. 

A variety of significant problems, such as those of the business cycle or 
inflation* of consumer saving or business investment, could be chosen for 
the purpose of such demons!ration. This paper, however, will be concerned 
with the most fundamental assumption of economics, the principle of 
rationality. In order to clarify the problems involved in this principle, which 
have been neglected by contemporary psychologists, it will be necessary 
to contras! the most common forms of methodology used in economics with 
those employed in psychology and to discuss the role of empirical research 

in the social sciences. 


THEORY AND HYPOTHESES 

Economic theory represents one of the oldest and most elaborate 
theoretical structures in the social sciences. However, dissatisfaction with 
the achievements and uses of economic theory has grown considerably 
during the past few decades on the part of economists who are interested 
m what actually goes on in economic life. And yet leading sociologists and 
psychologists hoe recently declared “Economics is today, in a theoretical 

source : From Ptychologicat Review* vol. 60, September, 1953, pp. 307-318. 

Gt i -.i k.itona; F^i rector, Economic Research Program, Survey Research Center, 

University of Michigan. 


39 


40 


READINGS IN MARKETING MANAGEMENT 


sense, probably the most highly elaborated, sophisticated, and refined of 
the disciplines dealing with action” (15, p. 28). 1 

To understand the scientific approach of economic theorists wo ~ 
divide them into two groups. Some develop an a priori system from whi h 
they deduce propositions about how people should act under certain assum 
tions. Assuming that the sole aim of businessmen is profit maximization 
these theorists deduce propositions about marginal revenues and marginal 
costs, for example, that are not meant to be suited for testing. In develop 
ng formal logics of economic action, one of the main considerations j$ 
elegance of the deductive system, based on the law of parsimony. A wide 
;gap separates these theorists from economic research of an empirical- 

statistical type which registers what they call aberrations or deviations 
due to human frailty, from the norm set by theory. 

A second group of economic theorists adheres to the proposition that it is 

the main purpose of theory to provide hypotheses that can be tested. This 

group acknowledges that prediction of future events represents the most 

stringent test of theory. They argue, however, that reality is so complex 

th.it >t s necessary to begin with simplified propositions and models which 

are known to be unreal and not testable. 2 Basic among these propositions 

are the following three which traditionally have served to characterize the 
economic man or the rational man: 


1. The principle of complete information and foresight. Economic con¬ 
ditions—demand, supply, prices, etc.—are not only given but also 


known to the rational man. This applies as well to future conditions about 
which there exists no uncertainty, so that rational choice can always be made, 
’(jtli;.{dace of the assumption of certainty of future . evelopments, we find 
nowadays more frequently the assumption that risks prevail but the proba¬ 
bility of occurrence of different alternatives is known; this does not constitute 
a basic difference.) 

flic principle of complete mobility. There are no institutional or 
cholopica! factoi s when make it impossible, or expensive, or slow, to 
translate the rational choice into action. 


_ A * r^ 10 " IS An r0m an in,roductor y general statement signed by T. Parsons. 
E. A. Shils,, G. W Allport, C. Kluckhohn, H. A. Murray. R. R. Sears. R. C. Sheldon. 

S * “t and E ’ C ‘ Tolman - The term “action” is meant to be svnonvmous 
with behavior \ 

^ °J methods used in economic research differ, of course, from those 

iliemtfr .0 e two groups of economic theorists. Some research is motivated by 

W,th , thG , traditionaI economic theory; some is grounded in a 
T — n ? eat y d ! fferent from traditional theory (the most important example 
on^ °c ls 11 nat,onal income accounting); some research is not clearly 

sociological studies 17 ' ^ S ° me research has great affinit - v w >th psychological and 
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3. The principle of pure competition. Individual action has no great 
influence on prices because each man’s choice is independent from any other 
person’s choice and because there are no “large” sellers or buyers. Action 
is the result of individual choice and is not group-determined. 


Economic theory is developed first under these assumptions. The theorists 
then introduce changes in the assumptions so that the theory may 
approach reality. One such step consists, for instance, of introducing 
large-scale producers, monopolists, and oligopolists, another of introduc¬ 
ing time lags, and still another of introducing uncertainty about the proba¬ 
bility distribution of future events. The question raised in each cu-e 
this: Which o; the original propositions needs to be changed, and in 

what way, in view of the new assumptions? 

The fact that up to now the procedure oi‘ gradual approximation to reality 

has not been completely successful does not in\ahdate the method. It 
must also be acknowledged that propositions were irequently derived from 
unrealistic economic models which were susceptible to testing and stimulated 
empirical research. In this paper we shall point o a great drawback o this 
method of starting out with a simplified a priori system and making it 
gradually more complex and more real—by proceeding in this way one 
tends to lose sight of important problems and to disregard them. 

The methods most commonly used in psychology may appear at first 
sight to be quite similar to the methods of economics which have just 
been described. Psychologists often start with casual observations, derive 
from them hypotheses, test those through more systematic observations, 
reformulate and revise their hypotheses accordingly, and test them again. 
The process of hypotheses-observations-hypotheses-observations often goes on 
with no end in sight. Differences from the approach of economic theory 
may be found in the absence in psychological research of detailed sys¬ 
tematic elaboration prior to any observation. Also, in psychological 
research, findings and generalizations in one field of behavior are often 
considered as hypotheses in another field of behavior. Accordingly, in 
analyzing economic behavior 3 and trying to understand rationality, psycholo¬ 
gists can draw on (a) the theory of learning and thinking, ( b) the theory 
of group belonging, and (c) the theory of motivation. This will be done in 
this paper. 

HABITUAL BEHAVIOR AND GENUINE DECISION MAKING 

In trying to give noneconomic examples of “rational calculus”, economic 

3 The expression "economic behavior” is used in this paper to mean behavior 
concerning economic matters (spending, saving, investing, pricing, etc.). Some 
economic theorists use the expression to mean the behavior of the "economic man”, 
that is, the behavior postulated in their theory of rationality. 
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theorists have often referred to gambling. From some text nooks one 
might conclude that the most rational place in the world is the Casino 
in Monte Carlo where odds and probabilities can be calculated exactly. 
In contrast, some mathematicians and psychologists ha\e considered 
scientific discovery and the thought processes of scientists as the best 
examples of rational or intelligent behavior. 4 An inquiry about the possible 
contributions of psychology to the analysis oi rationality may then begin 
with a formulation of the differences between (a) associative learning and 
habit formation and ib) problem solving and thinking. 

The basic principle of the first form of behavior is repetition. Here 

the argument of Guthrie holds: "The most certain and dependable 
information concerning what a man will do in any situation is information 
concerning what he did in that situation on its last occurrence" (4, p. 228). 
This form oi behavior depends upon the frequency ot repetition as well 
as on its recency and on the success of past performances. The origins 
of habit formation have been demonstrated by experiments about 

learning nonsense syllables, lists of words, mazes, and conditioned responses. 
Habits thus formed are to some extent automatic and inflexible. 

In conirast, problem-solving behavior has been characterized by the 
arousal of a problem or question, by deliberation that involves reorganiza¬ 
tion and “direction*’, by understanding o» the requirements of the situa¬ 
tion, by weighing of alternatives and taking their consequences into 
consideration and, finally, by choosing among alternative courses of action. 
Scientific discovery is not the only example of such procedures; they have 

been demonstrated in the psychological laboratory as well as in a variety 

of real-life situations. Problem solving results in action which is new 
rather than repetitive; the actor may have never behaved in the same 
way before and may not have learned of any others having behaved in 
the same way. 

Some of the above terms, defined and analyzed bv psychologists, 

.^1 r » 

are also being used by economists in their discussion of rational behavior. 
In discussion, for example, a manufacturer’s choice between erecting 
or nn t erecting a new factory, or raising or not raising his prices or output, 
reference is usually made to deliberation and to taking the consequences 


i 


4 Reference should be made first of all to Max Wertheimer who in his book 

Productive Thinking ( 17 ) uses the terms “sensible” and “intelligent” rather than 

rational . Since we are mainly interested here in deriving conclusions from the 

psychology of thinking, the discussion of psychological principles will be kept 
extremely brief (see 6 and 8, Chaps. 3, 4). 

5 Cf. the following statement by a leading psychoanalyst: “Rational behavior is 

behavior that is effectively guided by an understanding of the situation to which 

one is reacting” (3 p. 16). French adds two steps that follow the choice between 

alternative goals, namely, commitment to a goal and commitment to a plan to 
reach a goal. 
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. r vi oration Nevertheless, it is not justified 

of alternative choices ^, 1 , rational behavior. From the 

to identify P"*®**^ dbserveri habit ual behavior may prove to 
£ folly thaTthe analysis of two forms 

circumstances. All that is claimed . making— may serve to 

of behavior— habitual versus eed the refore by deriving 

six propositions from the &***£**. ngs P „ r ’empirical generalizations; 

oerrain «olds o, hehav.o th e are hndmg J ^ 

to some extent, or ,n other nei s ye fare occurren ce. It would 

1. Problem-soAin ^ e a day behavior consistently manifests such 

be incorrect to assume tna y y titino conseouences 

features as arousa P D P uavinr which does not manifest these 

of the action into consideration. Beha economic activities 

characteristics predominates in everyday life and in econo 

2. The main alternative to problem-solving behaviorM® not ^j™ a £ onar 

impulsive behav.or (which was decision 

making does not take place, habitual behavior is the ^ost usua. 
occurrence: people act as they have acted before under similar circu 

tances, without deliberating and choosing. deviation 

Problem-solving behavior is recognized most is abandoned 

fmm habitual behavior. Observance of .he es.ab she ou. n s abandoned 

when in driving home from my office, for example, 1 , . 

parade in town and choose a different route instead of ™toMtlcany takm. 
L usual one. Or. to mention an example of economic behav.or . Many 
businessmen have rules of thumb concerning the timing of reorders o 
i, int fisc; vt s„n,climes they decide to place new orders even though their 

Inventories have not reached the usual level of depletion (for instance, 
because they anticipate price increases), or not to order merchandise even 
though that level has been reached (because they expect a slump in sacs). 

4. Strong motivational forces— stronger than those which elicit habi ua 
behavioi must be present to call forth problem-solving behavior. Being in a 
“crossroad situation", facing “choice points”, or perceiving that something 
new has occurred are typical instances in which we are motivated to deliberate 
and choose. Pearl Harbor and the Korean aggression are extreme examples 
of "new” events; economic behavior of the problem-solving type was foun 

to have prevailed widely after these events. 

5. Group belonging and group reinforcement play a substantial role in 

changes of behavior due to problem solving. Many people become aware 
of the same events at the same time; our mass media provide the same 
information and often the same interpretation of events to groups of peop e 
(to businessmen, trade union members, sometimes to all Americans). Changes 
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in behavior resulting from new events may therefore occur among ven 
many people at the same time. Some economists (for instance. Lord Keyncy 
flee 4. p. 95) argued that consumer optimism and pessimism are unimportav 
because usually they will cancel out; in the light of socio-psychologic^ 
prmc-ples, however, it is probable, and has been confirmed by recent survev ‘ 

W j 

that a change from optimistic to pessimistic attitudes, or vice versa, some¬ 
times occurs among millions of people at the same time. 

6. Changes in behavior due to genuine decision making will tend to bt 
substantial and abrupt, rather than small and gradual. Typical examples of 
action that results from genuine decisions are cessation of purchases a 
buying waves, the shutting down of plants or the building of new plant 
rather than an increase or decrease of production by 5 or 10 per cent. 1 

Because of the preponderance of individual psychological assumptions ir, 
classical economics and the emphasis placed on group behavior in this di 
caflsion, the change in underlying conditions which has occurred during the 
last century may be illustrated by a further example. It is related-the 
author does not know whether the story is true or fictitious—that the bank¬ 
ing house of the Rothschilds, still in its infancy at that time, was one of the 
suppliers of the armies of Lord Wellington in 1815. Nathan Mayer 
Rothschild aci npanied the armies and was present at the Battle ol 
VV'aterl oo. When he became convinced that Napoleon was decisively 
defeated, he released carrier pigeons so as to transmit the news to h 
associates in London and reverse the commodity position of his bank. The 
carrier pigeons arrived in London before the news of the victory became 
public knowledge. The profits thus reaped laid, according to the story, the 

foundation to the outstanding position of the House of Rothschild in the 
following decades. 

The decision to embark on a new course of action because of new events 

made by one individual for his own profit. At present, news of 
a battle, or of change of government, or of rearmament programs, is trans¬ 
mitted in short order 1 press and radio to the public at large. Businessmen 
the manufacturers or retailers of steel or clothing, for instance—usually 
receive the same news about changes in the price of raw materials or in 
demand, and often consult with each other. Belonging to the same group 
mean ^ being subject to similar stimuli and reinforcing one another in 
making decisions. Acting in the same way as other members of one's 
group or of a reference group have acted under similar circumstances may 
also occur without deliberation and choice. New’ action by a few manu¬ 
facturers will, then, frequently or even usually not be compensated by 
reverse action on the part of others. Rather the direction in which the 
economy of an entire country moves—and often the world economy as well 

Sorae empirical evidence supporting these six propositions in the area of economic 

twiavior has been assembled by the Survey Research Center of the University o l 

Michigan (see 8 and also 7). 


was 
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-Will tend to be subject to the i contr i bu tions which the application 

After having indicated so economic behavior may make, we turn 

of certain psychological pnncip e ^ traditiona l theory of rationality. 

to contrasting that approac nineteenth century economists, 

instead of referring to the formulattons of "me**" J o{ thought . 

„e Shan quote from a mote *jets o of the dass^ ^ ^ % 

principle of Rationality”. He once and for all. 

as (oP 0 ws: “We can "t order his preference for 

all conceivable “ nse ^ ue “ fi concer „ed with the expression ' all con- 

them (1, P- 135). W= “* ion seem s to contradict the principle 

ceivable consequences . This e p selKOve 

isrres saw. 

cTSJZfd error, regarding all possible avenues 



I' 


oi action. rationality with consistency in the 

Secondly. Arrow appears o ,d n rat o 1,^ i ^ ^ 

sense of repetition of the same Ltioice. i v choice 

behavior, according to Arrow, that an mdivi u . „ t\ n 135) 7 

each time he is confronted with the same set of alternatives ( , p. • 

Proceeding in the same way on successive occasions appears, 

“sflexWe. Rationality may be said to **«+*£■ £ 
ability to act in a new way when circumstances demand it, rather than 

to consist of rigid or repetitive behavior. p nnrpn ts 

Thirdly, it is important to realize the differences between P 

action, decision, and choice. It is an essential feature of the approac 
derived from considering problem-solving behavior that there is action 
without deliberate decision and choice. It then becomes one of the most 
important problems of research to determine under what conditions 
genuine decision and choice occur prior to an action. The three concepts 
are. however, used without differentiation in he classical theory at 
rationality and also, most recently, by Parsons and Shils. According to 
the theory of these authors, there are “five discrete choices (explicit or 
implicit) which every actor makes before he can act” (15, p. 78); before 
there is action “a decision must always be made (explicitly or implicitly, 

consciously or unconsciously” 15, p. 89). 

There exists, no doubt, a difference in terminology, which may be 

clarified bv mentioning a simple case: Suppose my telephone rings; I lift 


7 In his recent book Arrow adds after stating that the economic man “will make 
the same decision each time he is faced with the same range of alternatives : The 
ability to make consistent decisions is one of the symptoms of an integrated 

personality” (2, p. 2). 
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the receiver with mv left hand and say. “Hello". Should we then argue 
that I made several choices, for instance, that I decided not to lift the 
receiver with my right hand and not to say “Mr. Katona speakim'" 1 

o * 

According to our use of the terms decision and choice, my action w* 
habitual and did not involve “taking consequences into consideration" 
Parsons and Shils use the terms decision and choice in a different sense 
and Arrow may use the terms “all conceivable consequences" and “same 
set of alternatives" in a different sense from the one employed in this paper 
But the difference between the two approaches appears to be more far- 
reaching. By using the terminology of the authors quoted, and by construct 
ing a theory o* rational action on the basis of this terminology, fundamental 
problems are disregarded. If every action by definition presupposes 
decision making, and if the malleability of human behavior is not taker 
into consideration, a one-sided theory of rationality is developed and 
empirical research is confined to testing a theory which covers only some 
of the aspects of rationality. 

This was the case recently in experiments devised bv Mosteller and Nogse. 
These authors attempt to test basic assumptions of economic theory, such as 
the rational choice among alternatives, by placing their subjects in a 
gambling situation (a variation of poker dice) and compelling them to make 
a decision, namely, to play or not to play against the experimenter. Through 
their experiments the authors prove that “it is feasible to measure utility 
experimentally” (14, p. 403) but they do not shed light on the conditions 
mlt wh rational behavior occurs or on the inherent features of 
rational behavior. Experiments in which making a choice among known 
alternatives is prescribed do not test the realism of economic theorv. 


MAXIMIZATION 


Si 


P 


Up to now we have discussed only one central aspect of rationality- 
means rather than ends. The end of rational behavior, according to 
economic theory, is maximization of profits in the case of business firms 
and maximi/ n oi utility in the case of people in general. 

A few woids, first, on maximizing profits. This is usually considered the 
simpler case because it is widely held a) that business firms are in business 
ll) n,a ^° ! l ]1 me (In tliii ; r mrs, more so than utility, are a quantitative. 

measurable concept. 


If I have reason not to make known that I am at home, I may react to the ringing 
of the telephone by fright, indecision, and deliberation (should I lift the receiver 

1 A- 1 _ a ■ I 1 * ^ 


or let the telephone ring? i 
example of problem-solving 
behavior. The only example 
driving his automobile to a 
ins'ance o;; genuine decision 


C 


instead of reacting in the habitual way. This is an 

behavior characterized as deviating from habitual 

of action mentioned by Parsons and Shils, "a man 

lake to go fishing”, may be habitual or may be an 
making. 


t 
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■ When empirical research, 

showed that businessmen frequen y content with small 

profits or in place of P^^^Tedefined profits so as ,0 include long- 

range profits and what has be ” d identi P fied with striving for profits 
Striving for security o o. P° (rom a high bidder who was 

in the more distant future, puicnasi g a , ther than from 

a member of the same fraternity as ^^ he^purchase,, «t 

.bought to be maximizing of nonpecuniary . 

this type of theory construction is rather widespread. 

eading theorist wrote recently • 

analysis acquires the character of a system of defim°° ' 526) ’ 

and loses much of its value as an explanation of reality (13, P- 5-6). 

The same problem is encountered regarding maximization of utility. 

Arrow defines rational behavior as follows: •‘...among all the comb na¬ 
tions of commodities an individual can afford, he chooses that combma ion 
which maximizes his utility or satisfaction" ( 1 , p. 135) and .peaks oft 
"traditional identification of rationality with maximizat.on of some sort 
' (2, p. 3 ). An economic theorist has recently characterize is vp 

definition as follows: 

The statement that a person seeks to maximize utility is (in many 
versions) a tautology: it is impossible to conceive of an observational 
phenomenon that contradicts it.... What if the theorem is, contradicted 
by observation: Samuelson says it would not matter much in the case of 
utility theory; I would say that it would not make the slightest difference. 
For there is a free variable in his system: the tastes of consumers.... 
Any contradiction of a theorem derived from utility theory can always be 
attributed to a change ot astes, rather than to an error in the postulates 

or logic of the theory ( 16 , pp. 603 f.). 9 

What is the way out of this difficulty? Can psychology, and specincally 
the psychology of motivation, help? We may begin by characterizing 
the prevailing economic theory as a single-motive theory and contiast it 
with a theory of multiple motives. Even in case of a single decision of 
one individual, multiplicity of motives lor ot vectors or forces in the field), 

9 The quotation refers specifically to Samuelson’s definition hut also applies to that 
of Arrow. 
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some reinforcing one another and some conilicting with one another, j s 
rule rather than the exception. The motivational patterns prevail* 
among different individuals making the same decision need not bd 
same; the motives of the same individual who is in the same extd 
situation at different times may likewise differ. This approach opP 
the way (a) for a study of the relation of different motives to different forij 
of behavior and (£>) for an investigation of changes in motives. Both problei 
are disregarded by postulating a single-motive theory and by restrict; 
empirical studies to attempts to confirm or contradict that theory. 

The fruitfulness o; the psychological approach may be illustrated fi F 

by a brief reference to business motivation. We may rank the dive 

motivational patterns of businessmen by placing the striving for m 

immediate profits (maximization of short-run profits, to use econom, 

terminology; charging whatever the market can bear, to use a populi 

expression) at one extreme of the scale. At the other extreme we place tk 

striving for prestige or power. In between we discern striving for securit 

for larger business vo ume, or for profits in the more distant future 

Under what kinds of business conditions will motivational patterns tend 

c n? , n with r e one or the other end of the scale? Preliminary studies 

would seem to indicate that the worse the business situation is. tk 

more frequent is striving for high immediate profits, and the bette: 

the business situation is, the more I requent is striving for nonpecuniar. 
goals (see 8 pp. 193-213). 

Next we shall refu u e of the mosi important problems of consume! 
economics as well as of business-cycle studies, the deliberate choia 
between saving and spending. Suppose a college professor receives i 
raise in his salary or makes a few hundred extra dollars through a publics 
tion. Suppose, furthermore, that he suggests thereupon to his w’ife thai 

3 television set, while the wife argues that the monej 
should be put m the bank as a reserve against a "rainy day”. Whatevei 
bhe final decision may be, traditional economic theory would hold tha ! 
he action uh gives the greater satisfaction was chosen. This way o 
heorizmg is of little value. Under what conditions will one type of behavioi 
(spen mg) and under what conditions will another type of behavior (saving 

re< 3 uen t. Psychological hypotheses according to which th> 
s reng o vectors is related to the immediacy of needs have been pu 
o a test through nationwide surveys over the past six years. 10 On the bast 

survey n mgs the following tentative generalization was establishe 

. insecu rity, expectation of income declines or bad times in I 

future promote saving (putting the extra money in the bank), w 

Survey Research'Cen^, Finances> conducted annually since 1945 by 

and reported in the F d* * © University of Michigan for the Federal Reserve Bo; 

S TZ sZ' "rSS SLT’ S “ 8 “1 * forthcoming put* 

y *® March Center on consumer buying and inflation during 1950- 
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optimism, feeling of security, expectation of income increases, or good times 

nmrmte sending (buying the television set, for instance). 

^Psychological hypotheses, based on a theory of motivattonal patterns winch 
change with circumstances and influence behavior, thus stimulated empinca 
udies These studies, in turn, yielded a better understanding of past 

developments and also, we may add, better predictions of 

„ did studies based on the classical theory (see footnote 10). On the 
„i her hand, when conclusions about utility or rationality were made on an a 
priori basis, researchers lost sight of important problems. 

DIMINISHING UTILITY, SATURATION. AND ASPIRATION 

Among the problems to which the identification of maximizing utility with 
rationality gave rise, the measurability of utility has been prominent. At 
present the position of most economists appears to be that while inter¬ 
personal comparison of several consumers’ utilities is not possible, and while 
cardinal measures cannot be attached to the utilities of one particular con- 
mer, ordinal ranking of the utilities of each individual can be made. It is 
asserted that I can always say either that I prefer A to B, or that I am 
indifferent to having A or fl, or that I prefer B to A. The theory of 

indifference curves is based on this assumption. 

In elaborating the theory further, it is asserted that rational behavior 
isists not only of preferring more of the same goods to less ($2 real wages 
to $1, or two packages of cigarettes to one package, for the same service 
performed) but also of deriving diminishing increments of satisfaction from 
successive units <*1 a commodity. 11 In terms ol an old textbook example, 
one drink of water has tremendous value to a thirsty traveler in a desert; a 
econd. third, or fourth drink may still have some value but less and less so; 

r 

i nth drink (which he is unable to carry along) has no value at all. A 
|cn ilization derived from this principle is that the more of a commodity 
or the more money a person has, the smaller are his needs for that com¬ 
modity or for money, and the smaller his incentives to add to w r hat he has. 

w m * 

In addition to using this principle of saturation to describe the behavior of 
the rational man, modern economists applied it to one of the most pressing 
problems of contemporary American economy. Prior to World War II the 
\merican people (not counting business firms) owned about 45 billion dollars 
in liquid assets (currency, bank deposit, government bonds) and these funds 

n It should not be implied that the concepts of utility and maximization are of no 
value lur m cal research. Comparivm between maximum utility as determined 
tr >m the vantage point an observer with the pattern of goals actually chosen (the 
“subjective maximum”), which is based on insufficient information, may be useful. 
Sin i considerations apply to such newer concepts as “minimizing regrets” and the 
fminimax”. 

tt This principle of diminishing utility was called a “fundamental tendency of human 
nature” by the great nineteenth century economist. Alfred Marshall. 
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were highly concentrated among relatively few families; most individ 
families held no liquid assets at all (except for small amounts of curr 
By the end of the year 1945, however, the personal liquid-asset holdings fc 
risen to about 140 billion dollars and four out of every five families ow 
some bank deposits or war bonds. What is the effect of this great change 
spending and saving? This question has been answered by several W 
economists in terms of the saturation principle presented above. “The 
of saving is... a diminishing function of the wealth the individual hoi* 
(5, p. 499) because “the availability of liquid assets raises consumpti 
generally by reducing the impulse to cave”. 13 More specifically; a per 
who owns nothing or very little will exert himself greatly to acquire son 
reserve funds, while a person who owns much will have much smaller inc» 
tives to save. Similarly, incentives to increase one’s income are said 
weaken with the amount of income. In other words, the strength of motin 
tion is inversely correlated with the level of achievement. .] 

In view of he lack of contact between economists and psychologists, it i 

hardly surprising that economists failed to see the relevance for their posto 

Mtes <rf &e extensive experimental work performed by psychologists on fe 

problem of levels of aspiration. It is not necessary in this paper to descrit: 

these studies in detail. It may suffice to formulate three generalization: 

as established in numerous studies of goal-striving behavior (see, fo. 
example, 12): ’ 



1. Aspirations are not static, they are not established once for all time, 

• spirations tend to grow with achievement and decline with failure, 
spirations are influenced bv the performance of other members of the 
group to which one belongs and by that of reference groups. 

JSL*- federalizations hypotheses were derived about the influent. 

theorv TV SaV1 ° S Whlch dlffered from the postulates of the saturation 

ande^ken fn 1 u 6 plaCC t0 describe the extensive empirical work 

tion theorv wa ^ ^ ypotheses. But it may be reported that the satura- 

the level -° f ' as Piration theory likewise did not 

asset hokiin? s *' ri, , ^ gS - In additi0n t0 the variable “ size of liquid- 

income change anA t0 cons,der such variables as income level, 

primarily people who have^saveffh’ ! H ° IderS ° f ,arge liqu ! d assets a . re 

past!) u ^ a proportion of their income in the 

The necessity of studying the interaction of a great number of va, 

May ?»So'’ TV’ Th' ^ D "’ ar,me "' Com 
ones are discussed in 8 pp 186 ff * P * 1ThlS quotation an d several ; 

£ empirical work wac ^ ^ 

Research Center under the direction of C , ec0no " llc be havior program of the : 

direction of the author. See (8) and also ( 10 ) an< 
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md the change ordlrinf o/aU'^ternative^ The theory of 

neasurement ofUtMm t*BM ^ vide indicat ions about their 

eferences of A wr* J B conditions do people’s preferences 

robable that conditions do they not? If at differen 

give us suc 5 different contexts—because of changed externa 

times A and B are seen exneriences—we may have to dis- 

conditions or the acquisition of new expenenc 

tinguish among several dimensions. economic theory 

The problem may * gf gg* Gallup assents that 

answers to questions of choice can always be ordered on a >es-u 

dcm l know?—no eontinuum; are both arguments sub.ect to the same 

reservations? Specifically, it two persons give the same a “''' er ° a P „ 

r»ti*«tion (e e both say "Yes, I am for sending American troops to Eu p 
j r “Yes, I § am for the Taft-Hartley Act”) may they mean different things 

jo that their identical answers do not permit any c °nchlSlom ab° u the 
similarity of their other attitudes and their behavior? Methodologically it 
Xws from the last argument that yes-no questions need to be supple¬ 
mented by open-ended questions to discern differences in people s level 
information and motivation. It also follows that attitudes and 
should be ascertained through a multi-question approach (or sea ing) 
serves to determine whether one or several dimensions prevail. 


ON THEORY CONSTRUCTION 

In attempting to summarize our conclusions about the respective merits 
of different scientific approaches, we might quote the conclusions of Arrow 
which he formulated for social science in general rather than for economics: 

To the extent that formal theoretical structures in the social sciences 
have not been based on the hypothesis of rational behavior, their postu¬ 
lates have been developed in a manner which we may term od hoc. Such 
proposition... depend, of course on the investigator’s intuition and 

common sense (1, p. 137). 


The last sentence seems strange indeed. One may argue the other way 
around and point out that such propositions as “the purpose of business is 
to make profits" or “the best businessman is the one who maximizes 
profits” are based on intuition or supposed common sense, rather than on 
- controlled observation. The main problem raised by the quotation con- 
cerns the function of empirical research, There exists an alternative to 
developing an axiomatic system into a full-fledged theoretical model in 
advance of testing the theory through observations. Controlled observa- 
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tions should be based on hypotheses, and the formulation of an integrate 
theory need not be delayed until all observations are completed. y <3 

theory construction is part of the process of hypothesis-observation-revisj 

hypothesis and prediction-observation, and systematization should rely 03 
some empirical research. The proximate aim of scientific research is 

body of empirically-validated generalizations and not a theory that is valid 
under any and all circumstances. 

The dictum that “theoretical structures in the social sciences must bt 
based on the hypothesis of rational behavior" presupposes that it j s 
established what rational behavior is. Yet, instead of establishing the 
characteristics of rational behavior a priori, we must first determine tti< 
conditions a h b u c, under which behavior of the type x u y h z. a n j 
the conditions a,, b,_, c, under which behavior of the type x 2 , y 3 -j. 

likely to occur. Then, if we wish, we may designate one of the forms 0 ; 
behavior as rational. J he conrributions of psychology to this process are 
not solely methodological; findings and principles about noneconomic 
behavior provide hypotheses for the study of economic behavior. Like¬ 
wise, psychology can profit from the study of economic behavior because 
many aspects of behavior, and among them the problems of rationality, may 
be studied most fruitfully in the economic field. 

This paper was meant to indicate some promising leads for a study 0 ! 
rationality, not to carry such study to its completion. Among the problems 
that were not considered adequately were the philosophical ones (rationality 
viewed as a value concept), the psychoanalytic ones (the relationships 
between rational and conscious, and between irrational and unconscious), 
and those relating to personality theory and the roots of rationality. The 

- placed here on the possibility and fruitfulness of studying 
orms of rational behavior, rather than the characteristics of the rational 
f .; ^ Motives and goals that change with and are adapted to circum¬ 
stances, and the relatively rare but highly significant cases of our becoming 

aware o problems and attempting to solve them, were found to be related 
to behavior that may be called truly rational. 
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6 I Toward an Understanding 
of Human Behavior 

Ernest Dichter 

Identification of motives as they relate to market behavior is an enormously 
complicated task because individual motives are intermingled with social forces. 
For this reason one must be not only concerned with the “whys" of individual 
behavior, but also with the "whys” of aggregate behavior, and hence with 
techniques that can be applied to aggregate as well as to individuals. 

The search for these motivations involves the use of a great variety of tech* 
niques including those from statistics, psychology, economics, sociology, and 
other social sciences. In this article the author makes a strong case for the use 
of techniques drawn from the field of psychology to study market-behavior. 

When advertiser, agency, and manufacturer turn to research, they really 
are interested in finding answers which will enable them to sell more of 
their particular brand o* merchandise or service. Usually the manufacturer 
knows quite a few of the answers and has made quite a few correct moves 
Had he not, he could not now afford the services of an agency or a research 
organization. It is remarkable, when listening to the discussions of the 
scientific aspects of marketing research and motivational research, how the 
greater number of the American industrialists could have had the audacitv 
to introduce new products, change the models of their cars, develop new 
and successful radio and TV programs—in short, develop American industry 

' 1 ' ,f ri f 1 |! -' 11 1 erely on the basis of ingenuity, creativity, and 
intelligent hunches. 

When the manufacturer turns to research, he does so because he looks upon 

p 3S ° ne more him in his daily task of making decisions, 

articularly, when he is attempting to reach and influence consumers, 

1 1 " ; urc hasing agents, he wants additional information 

a out t ^eir behavior, which will permit him to make additional correct 
moves. He seeks information which will tell him: 


1. Who buys his product and who does not. 


Be^nrm f r ° ra R f b !n Ferber and G - Wales (eds.), Motivation and Mark 

S^ScScTv P T RiChard D ‘ Imin ’ InC - 1958 >’ PP- 2 l-23. Adapted from 
1955 University of jft Understanding Human Behavior,” given at tl 

Behavior and A inf ,Marketing Symposium, and reprinted in Consurru 

and Business Resel h°”i o^ 3 " 3 ’ m * : Universi ‘y of Illinois Bureau of Economic 
Research Inc T.’ 2 ’ Emest Dichter : President ’ Institute of Motivation 

research, Inc,, Croton-on-Hudson, New York. 
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2. Who can be sold his product and who cannot. 
i wviv npoDle do or do not buy his product. 

How he can teach more customers with his message most 

and most economically. trAnH<; 

5. What is the future of the market predictio 


effectively 


_ vears the only tool available to the manufacturer was conven- 

Jn" St^esearch 5 The advertiser ^ grad-ily^ome^^e 

whk^h^requires tTlotSig^t and scientifically based decision. 
Hk situation may be compared to that of the medical practitioner who 
wants to cure a stomach ailment and who has available only an accurate 

and detailed report on the number of sufferers from stomac ^ ailmei J tS , 1 . 
S country, their age, income, diet, and marital status. Much of this 

information would be very interesting, but only in the most remote fashion 

would it help the physician to cure stomach ailments. 

When the advertiser comes to the market researcher he is interested in 

finding data which permit him to act, and not academic ana yses ® 

status quo. What does the commercial practitioner need for action da a. 

He needs data of a dynamic nature which gives him an understanding 

and scientific proof of the real causes of human behavior in the market 


plftVVf 

This, then, is the real and inescapable hurdle which modern market 
research will have to overcome. No amount of vituperation and emotion¬ 
ality, no attempts to label as unscientific what does not fit in with conven¬ 
tional nomenclature or may not be expressed in decimal points, can replace 

a calm and truly scientific analysis of this real problem. 

If we can, within the ranks of the broad family of researchers, begin to 
see that different problems require different research solutions, and that 
our problems, as researchers, are different in many crucial ways, then we 
shall be in a position at last to unite our band around a common scientific 
philosophy which nevertheless recognizes the utility of different approaches 
and tools. 

No one involved in contemporary business research would deny the 
desirability of such a unifying development, least of ail the consumers of 
that research, the businessmen themselves. The accusations and counter- 
accusations currently rampant in research circles represent more than the 
healthy, “competitive” claims and counterclaims of robust research organi¬ 
zations. Instead, they are signs of a dangerous confusion and unease—an 
unease which may very well be communicated to the ultimate consumer 

w */ 

who simply wiil not know which (if any!) of these techniques to choose or 
reject. 

The more we do, there ore, within our own family of researchers to dispel 
these confusions and doubts among our consumers and ourselves, the more 
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we advance our profession as a '-'hole. It is true that the only 
rev arch “worth dot hr” is research that meets the most rigorous can 
of scientific accuracy and honesty. But it is also true that science in ger.tr 
and statistics as its handmaiden, offers many different tools for the soJuti 
of the different problems of business research. 


Df SCRIPTIVF AND DIAGNOSTIC RESEARCH 


executive to* base 
pattern of human 


that provides Ihe tools i; 
the future and enables tfc 
relations decisions on Ai 


Bu* tncs generally has a choice oi two types of research: descripti, 
research, which tells how many did what: and diagnostic research, whidti 
teils why what happened dkl happen. While there is an interrelation^- 
between the two. it is motivational research 
creative predictions of consumers - actions in 

his advertising and public 
motivations revealed in the research study. 

W 

Studying human motivations is not unlike Herodotus’ problem of study-** 
the reason for the inundation of the Nile. By merely observing a per 
behavior it is close to impossible to determine why he does what he do* 
Herodotu ipproached his problem by picking out. on the basis of previod 
knowledge, certain elements which he thought were significant. He fd! 
that the distance covered bv the flowing waters, the time at which tht 
inundation began, the time at which the overflow reached its muximun. 
and the fact that there were no winds or breezes at the river surface were 
all Interesting phenomena, although he did not know what they had to de 
with each other. In this form they were all meaningless facts, not suscep- 
ble of interpretation. Why did he pick these facts rather than other 
The answer is that he was familiar with certain theories dealing with the 
behavior of rivers. It was his familiarity with these theories that made 
him look to factors like wind, snowfall, or evaporation, rather than to the 
quantity of water or the chemical composition of the water in the Nile. 

the field of human motivations, w*e approach problems with certafl 
several theories about vhy people behave as they do. For example, v 
believe that people are more concerned with their own egos than with other 
people hat nfiost people suffer from a degree of insecurity and have as ore 
of their main goals in life self-protection against dangers and anxiety. 

z this theory to a specific problem, we develop a hypothesis. 

Cohen and Nagel 1 state: 

We cannot take a single step forward m any inquiry unless we begin with 
a suggested explanation or solution of the difficulty which originated 
Such Ec stat ic cx ^nations as suggested to us by something in the subject 
matter and by our previous knowledge, when they are formulated as pt 

v li Na$el. An Introduction to Logic and Scientific Method 

>ork: Harcoum Brace and Co,, 1942) * 
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hvootheses The function of a hypothesis is to direct 
positions, are called JW™*” suggestions formulated in the 

our search for the order among tacts, me -u ao 

hypotheses may be the solutions to the problem. 

THE PROBL M OF CAUSALITY 

From one point of view, motivational research deals with the difficult 
J^L problem of ca In the conventional market »•«**?* 

causation can seldom be established, partly because conventional market 

research must deal with isolated and principally numerical P h ™ on \ ena ;.*" d 
secondly, because most practitioners of marketing researc a.eMl t 

we say that motivational research is W search, we are saying prec^cly 
that the gap between the act and the psychometric evidence has been 
bridged. We are enabled, therefore, to say that this takes place because 
these things have happened. Causality does not imply a simple cause-and- 
t ct relationship. As a matter of fact, it is because motivational researe 
deals With the totality of factors influencing consumer behavior that we can 
establish causal relationships. It is the insight brought by this type of study 
10 the businessman or advertising executive which permits him to use 
motivational It i and immediate'.) and effective) ti an slate it. We o 
not attempt to provide in our ‘ladies a table of the frequency with whic 
a particular causal r itionship masts in the population as a whole. What 
we have attempted to establish is the significance of the causal relation¬ 
ship, and not necessarily the frequency of its occurrence. In establishing 
this causal relationship we bring to b r on the problem, mu only findings 
in the individual study, but also the findings in all of our studies, plus the 
accumulated knowledge developed by the social sciences. 

MULTIPLE FACTORS 

It should be emphasized that relationship between cause and effect 
cannot be attributed to a single, simple, motivational factor. The real 
problem of motivational k- ■ uvh is to analyze, and identify, the variety of 
interrelated factors which culminate in a particular action. This cannot be 
done by t simple analysis of the frequence of behavior or the frequency of 
a typical stylized response to a direct question. The very complexity of human 
motivations requires the bn -.lest approach to their analysis combined with 
a rigorous multiple validation which defines and isolates the individual 
factors. 


MOTIVATIONAL RESEARCH IS QUASI-EXPERI MENTAL 

Experiments in the laboratory sciences are designed to establish the 
relationship between variables in a controlled and usually quite isolated 
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fluffy of die udircrM. Usually this corner (the laboratory plus the e 
■infl air- ’ nost atypical of the universe as a whole For a pb 
*jrifee to teat tbe magnetism of certain types of steel, there is no q 

sentativeness: there is no “sampling problem". Why? 


4 rerr 


ft 


k 


me thtnf. "random sample of pieces of steel" voted h 
red rnd disorderly collection of odds and ends, and utterly 
purposes, not to mention the fact that it would be fatal 
3 obtain. What d<xs he want, then ? He wants good (unJ 

at* 

impurities as possible, of the several types of steel about *bdi 
tat has erected hypotheses. How does he get them? He defines his iyj 
*n 1 rtrn g.->es out and gets “good" (that is to say, measurably not a tv 

s of-each type, f : 'i'- ■ r p : V; 

N w suppose that one of these types is just as frequent in the real * 


Well 

rrKHt C 

less 

eipcnsivr 

as free c 



1 



at a* of tb pes put together. Does he arrange his sample id 


•: 


tel e the Noil ftmm are -f thi. type? He d >es not: it would be f-v'it 
ft voted certainly blur his results. For the scientific fact is that fc 

m 

are typos are probably more important in his analysis than the comaij 

la applying this general rationale to motivational research, we may, b 
sample, me anywhere from forty to fifty case histories taken from a 
consumer motivation panel, where we know not onlv how the indivH 

J w W 

behave, but what their histories have been within the normal reals 
knailuijvaAl communi 


l * 






background. These preliminary steps help to p 
•i ser es of meaningful hypotheses which are weighed and chevls 
against all the accumulated knowledge in the field of human motivtem 
i unlike a good diagnostician or a detective with many years of exper- 

*nce. '* e can set forth tentative explanations of why a particular event U 

place. 




tr 


PSYCHOLOGICAL VARIABLES 





In 


(kMMg oor approach to a problem, we seek to establish the | 

variables which may influence the findings. In a sense, 

** * n **ptct of ic development of hypotheses. What we are searching 
psychological and personality elements which may have a dynamic dM 
w®w®crs attitudes toward a product. Such variations will often c* 
across income, educational and professional lines. In doing so, we not a* 
take into account such factors as use, nonuse, and frequency of use, W 
die psychological iriaKtons which af c ect the problem. 

For example in a recent study, w e established the fact that the consume' 

® t ° * W ° :2rou r s in term ^ of his attitudes toward milk. One 
* rWB P s was the “milk-involved": the other was “milk-noninvoM* 

^ ^ of important psychological variables which had * 

-j. * to attitudes and feelings toward evaporated milk. * 

^ psychological variation that our study finding 


psycho 



ni 


A* 


on 
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, . .. „ Th _ analysis of the* variables is of extreme 

gained real sigmficance The ana^y ^ q[ ^ popu , ation t0 parti- 

XXiol. Sud. fact^ ^^^SD^Ie^rSJiDg^t 

"Stf ryKTUK.income, a 8 e, and so fort. 



see if these events do indeed 
scientific justification whether 


multiple validation 

* ie tn verify or refute, exclude or reformulate 

The second step of our task IS _ V and thdr varied ramifica- 

these rentativ 6 e x pl anations an _ y lementi this step, the 

tions. A number of avenues are open y conduct depth inter- 

rigorous statistical testingof ^ actual be havior of people. 

views and do obser J atl circu mstantial evidence, stating that if Hypo- 

We set up trigger sy 2 3 4 and 5 should occur in a particular 

thesis A is correct, Events 1, 2, 3, <t, ana ? suuu . . , , 

manner. Then we go out into the field to 

occur and conclude thereby with adequate 

Hypothesis A was correct or incorrect. , n c „ hased on 

This second step, the verification or refutation of our hypotheses based 

approximately 200 or 250 individual histories, still does not leadl toi the 

same kind of variety and numerical accuracy, as for exa “P • J 

distinguish between a brand-recognition index of 68 per cent or 73 per cent, 
that 2,000 or 5,000 interviews would do. What we have contributed, how- 
ever is a really thorough understanding of a basic motivational pat 
among a group of people large enough to indicate that the pattern is signi¬ 
ficant and lends itself to practical applications. In finding that 80 moth 
out of 100 reveal, in multiple waves and multiple tests, when talking about 
food for their babies, that they are as concerned about their own con* 
v, ,lienee as they are about the nutritional value of the food, we have a 
finding valid enough to permit any practitioner in advertising or public 

relations to take advantage of it and act accordingly. 

Using various research techniques to test a hypothesis permits multiple 

and structural validation. A central theory may have a number of sub¬ 
sidiary hypotheses, each of which points to a different corner of the pheno¬ 
menal world. So, armed with a number of small samples, each of the most 
efficient size possible, we go out and look in these corners. We use field 
tests, projective tests, interviewer-administered questionnaires, all kinds of 
measures—each applied to its own distinct sample of respondents. Then, 
if supporting tendencies are bund in each separate pile * •' results, we have 
something much more reliable, scientifically, than one massive sample could 
have produced. 




BASIC MOTIVATIONAL RESEARCH TOOLS 
Motivational research employs a gamut of tools, from simple word- 
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association tests to complex and detailed projective techniques. In all j 
basic aim of these various procedures is to develop sufficient information 
to distinguish rationalization from reason. 

The two most important techniques employed by our organization an 

the depth interview and the projective technique. The depth interview 

been much discussed. 2 It is employed to elicit the freest possible assoc 1 

tions on the part of the respondent. The respondent himself, for the mog" 

part, determines the direction, the order, and the content of the interview 

The interviewer must be skilled at developing rapport, inducing the respoj 

dent to express himself, and inserting delicate probes, where necessary to 

encourage fuller discussion. Scientifically speaking, the depth interview 

begins at the point where the open-end question used by some conventional 

research organizations ends. It avoids the interruption of rapport involved 

in following a set procedure. Instead, by giving the respondent an oppor- 

tunity to talk about himself, listening sympathetically, and encouraging 

further seif-exploration, the closest kind of rapport can be developed in th 

course of depth interviewing procedure. The mass of information accuran. 

lated by the depth interviewing technique is analyzed for the purpose o( 

determining the meaning of the consumer’s behavior rather than relying 

strictly upon her own explanation. In this area, we bring to bear the 

specialization of the members of our staff in the various branches of the 
social sciences. 1 

The projective technique is basically a method of inducing the respon- 
ent to talk about herself in a disguised form. Where, for example, we 
ma) be encountering motivational patterns which are socially unacceptable, 
t e projective technique, in which the respondent interprets a deliberately 
vague story, photograph, drawing, or design, permits her to attribute her 
own motives, without feelings of guilt, to some third party. It also permits 
^ r Q express feelings about the external, which she may not know about 
herself, yet which are extremely revealing of her own attitudes. 

liifi 1! and practical, there is no reason why such a 

« e testec * °n the basis of 5,000 cases. In practice, however, 

m Anr i f en °r . a Study a will much more frequently accept our recoin- 

problems 0 ' " Pr ° VideS him Whh new insi « ht in, ° his sales and advertismg 

CORRECT? 6 motivational techniques scientifically 

veto ““ d* r “ research ,ech " i S“« is not just a matter cl 

ry easion. There are definite circumstances when motivation^ 

2 jpQp J I 

and the ways in which °^- ^ as * c a PP r oac!' taken by the depth interview 

sion (New York • Hamer a h r ® ani ? atI0n uses see Robert K. Merton. Mass Persua 

TK - Har Per and Brothers, 1964,. 
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Whenever ne are 

Whenever the i s nponrtant has a chance to produce 

or unconsciously between the 
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tnotivatioos are gently unconscious ^ana rep,e> 

s Modem payrhtatry and all 

etist without the acceptance of *h‘ s fact. To explain 

modem aoeial adontist with thorough 

the researcher who 
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t up wmmmm 

P finds himself in the same jxk 

j» cMVtncr the patient who ia fate he Warn* wnat cause. »• 
««»inach disorders- of the existence of invisible microbes or of mysterious j 
Ifeelta Which suddenly Stan growing beyond then intended sue am unction. 
Tfe as ddftcuH U* some of us to accept the existence of the often exas- 

__<*,*•■ aspects of modern psychoanalytic and social psycho* 

_ ^ M it nuy be for the unsophisticated |avTnan*to accept the 

doctii * vt airmen! that the headache you complain about — fr, ' m 

Jsctun between your » >es. 

Hgiuan which umtend that moat social science concepts are 

and that no two psycholOKists can a»’/ee between themselves 
m ♦rpretation of an observation are of a simil ir nature. It is true 






that t hr vie doctors might interpret an x-ray diflerently. i ms does not prove 
’hat tlerr are no< ever-growing areas of agreement in the medical and 
h otogical net cnees «'nd that w« should stop sponsoring a cancer institute. 

L la a recent boos, Piprhosaiofyn* us Science, ’ a group of scientists set 
their task to establish whether or not psychoanalytic exp mat ions of 
an behavior could be p roven bjr rigorous experiments. A reading of 
thane experiments is highlv recommended. ■ 

existence of unconscuous motivations and their basically dynamic 
nature is accepted, we have come much closer to answering 
question ©! which research techniques are correct, necessary, and desir- 

cfc ones are not. H - ' ’ ’ ‘■MHMHjMi 

It b my view, based upon stadies and experiments, as we 
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of psychological scientific literature, that whenever we deal with hu 
motivations, direct questions are not only inadequate, but unscientific ag|i 

therefore are to be rejected. 

The systematic elements of my argument are the following: 

1. Each individual represents a motivational universe. In order to t* 
able to record scientifically how a population is motivated in respect te 
a specific phenomenon, we must first fully understand why each individui 
as a member of this group, behaves in the way he does. Unless we haw 
arrived at such understanding, no meaningful statement about the motivj. 
tions of the group can be made. In other words, we have to be clear at the 
end of a motivational interview why Mrs. Brown buys a particular brand 
of coffee. This evidence may include a w ide variety of contributing factors. 

2. Direct questionmg erroneously presupposes objective insight. “Know 
thyself” is one of the oldest goals set for the individual. We have come 
closer to it, but we are still far from achieving this goal. Whenever we a 
asked why we did what we did, we must analyze our actions and give i 
correct and insightful answer, often within the limit of a few minutes. Even 
if no unconscious factors are at work, we are often incapable of choosing, 
from among the various conflicting motivations of which we may be aware, 

: e one which influenced the resulting action. 

3. Rational explanations and rationalizations. The human personality 
does not represent a passive observational field. You cannot simply con¬ 
sider a question as an objective means of discovering what goes on in the 
consumer s mind. Whenever a question is being asked, an active inter¬ 
personal process is instituted. An interviewer or a printed form challenges 
me. as an objective outsider, to give an account of myself. 

Psychology has demonstrated that there are several permanent distortion 
ftcton which interfere with t ie objective observation of the motivational 
field. The most important one is our desire to appear rational to ourselves 
and to others. When confronted with an investigation of our motives, we 
first search actively for rational explanations. The danger is great, how¬ 
ever, that this desire to act rationally results in a rationalized answer, a 
pseudo-rational cause for our behavior. 


Tf CONCF f'T OF "UNIFIED” RESEARCH 

Of course motivational research is not a panacea. There is good and bad 
motivational market research, just as there is good and bad conventional 

C ! re ^ earc ^’ What is needed is a unified concept in research, dealing 
wit, _ ne behavior and motives of human beings. 

en the advertiser wants to be able to predict the outcome of his 

,. an . as ^ ^ or help, he is asking for motivational answers. If the 
vertiser is satisfied with knowing that most people will drink tea when 
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they are ill, that more 

cereal, or listen to a particular should be fully satisfactory to him. 

utilized to approximate censUS 8 tisfied wit h finding where his sales are 
If the advertiser, however i tg tQ bring about changes, wants to 

sell a second car to the J social sciences and parti- 

listen to his TV show, e is in d j sc i 0 iines whether he realises it or not. 

The moment you are dealing with h ™ an bei "f™ { 0Q true that the 

emotions, you are in the field o psy ^ ° 8 ' . complaint that all of us 
social sciences are far from perfect. But this is a com a 

have to live with whether we employ conventional market 

Va T°herl ?s a no et do e ubt rC that motivational market research needs discipline. 

□ y h ! b as to be d the b discipline appropriate to its specific nature as a science. 

disorders at a given time any ^entific^ = 
exntenation of the real causes of stomach disorder based on experiment* 
ion and an entireiy different se, of inductive and deducttve ReneesM. 
invalid, is in itself proof of lack of scientific discipline of a much wider 

Prediction of consumer behavior necessitates first understanding of his 
behavior today. As an individual reacting, and at the same time influencing 
the world within which he lives, the motivational researcher is at the same 
time a participant and a shaper of the future world. 


7 / Motivation , Cognition, Learning- 
Basic Factors In Consumer Behavior 




James A. Bayton 


Various aspects of motivation, cognition and learning can be used to explain 
consumer behavior. The author discusses such concepts as ego-involvement,' 
"true" versus rationalized motives, need arousal, the ego-superego concept, 
reinforcement, and habit. All of these are treated from the point-of-view of the 
marketing executive who is interested in improving the efficiency of his firm’s 

marketing efforts. 

The analysis of consumer behavior presented here is derived from diverse 
concepts of several schools of psychology— from psychoanalysis to reinforce¬ 
ment theory. 

Human behavior can be grouped into three categories—motivation, 
cognition, and learning. Motivation refers to the drives, urges, wishes, or 
desires which initiate the sequence of events known as “behavior”. Vlogni- 
tion is the area in which all of the mental phenomena (perception, memory, 
judging, thinking, etc.) are grouped. Learning refers to those changes in 
behavior which occur through time relative to external stimulus conditions. 

Each broad area is pertinent to particular problems of consumer behavior. 
All three together are pertinent to a comprehensive understanding of con¬ 
sumer behavior. 


MOTIVATION 


Human Needs 

Behavior is initiated through needs. Some psychologists claim that words 
such as “motives”, “needs”, “urges”, “wishes”, and “drives” should not be 
used as synonyms; others are content to use them interchangeably. There 
is one virtue in the term “drive” in that it carries the connotation of a force 
pushing the individual into action. 

Motivation arises out of tension-systems which create a state of dis- 

v 

equilibrium for the individual. This triggers a sequence of psychological 


events directed toward the selection of a goal which the individual anticipate 
will bring about release from the tensions and the selection of patterns of 
action which he anticipates will bring him to the goal. 

One problem in motivation theory is deriving a basic list of the human 


Source : From Journal of btarketing, national quarterly 
American Marketing Association, vol. 22, January 1958, pp. 
Bayton : Projects Manager, National Analysts, Inc. 


publication of 
282-289, James 
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need, Psychologists agree that needs Ml 

arising from tensl ° n ‘ syS ^ em L P t ho Se based upon tension-systems existing in 
hunger, thirst, and sex), a , state an d in his relation with others 

the individual’s subjective psychological state ana in n 

(psychogenic needs). disaereement as to the list of specific biogenic 

opinion as to the list of specific 

psychogeni^ Ids However, the various lists of psychogen,c needs can 

be grouped into three broai; •* . . 

(1) Affection* needs- the needs to form and maintain warm, harmonious, 

and emotionally satisfying relations with others. nerS 0 n- 

p, Eeo-bolsterins needs —the needs to enhance or promote the person 

ality; to achieve; to gain prestige and recognition; to satisfy the ego throug 

X^^leds-tte needs to protect ££* 

physical and psychological harm; to avoid ridicule and loss of face , to 
prevent loss of prestige; to avoid or to obtain relief from anxiety. 


One pitfall in the analysis of motivation is the assumption that a parti¬ 
cular situation involves just one specific need. In most instances the indivi¬ 
dual is driven by a combination of needs. It seems likely that love i - 
into play a combination of affectional, ego-bolstering, and ego-defensive 
needs as well as biogenic needs. Within the combination some needs will 
be relatively strong, others relatively weak. The strongest need within the 
combination can be called the “prepotent” need. A given consumer product 
can be defined in terms of the specific need-combination involved and the 

relative strengths of these needs. 

Another pitfall is the assumption that identical behavior have identical 
motivational backgrounds. This pitfall is present whether we are thinking 
of two different individuals or the same individual at two different points in 
time. John and Harry can be different in the motivational patterns leading 
to the purchase o- their suits. Each could have one motivational pattern 
influencing such a purchase at age twenty am another at age forty. 


Ego-Invol vement 

One important dimension of motivation is the degree of ego-involvement. 
The various specific need-patterns are not equal in significance to t ie indivi¬ 
dual. Some are superficial in meaning; others represent (for the individual) 
tremendous challenges to the very essence of existence. There is some 
evidence that one of the positive correlates of degree of ego-involvement 
is the amount of cognitive activity (judging, thinking, etc.) involved. This 
♦ means that consumer goods which tap low degrees of ego-involvement will 
be purchased with a relatively lower degree of conscious decision-making 
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activity than goods which tap higher degrees of ego-involvement. Such 
factor must be considered when decisions are made on advertising and| 

marketing tactics. I i 

At times the ego-involvement factor is a source of conflict between client V 
and researcher. This can occur when research reveals that the product ta«y 
a low degree of ego-involvement within consumers. The result is difficult■ 
for a client to accept; because he is ego-involved and, therefore, cognitively! , 
active about his product, consumers must certainly be also. It is hard fo r | 
such a client to believe that consumers simply do not engage in a great! 
deal of cognitive activity when they make purchases within his product! 
class. One way to ease this particular client-researcher conflict would be| 
for the researcher to point out this implication of the ego-involvement | 
dimension. | Ip jp < . 

"True” and Rationalized Motives ■ 

A particular difficulty in the study of motivation is the possibility that* 
there can be a difference between “true” motives and rationalized motives. I 
Individuals sometimes are unaware of the exact nature of drives initiating B 
the r behavior patterns. When this occurs, they attempt to account for their B 
behavior through “rationalization” by assigning motivations to their B 
behavior which are acceptable to their personality structures. They may 1 
do this with no awareness that they are rationalizing. There can be other ' 
instances, however, in which individuals are keenly aware of their motiva- J 
tions, but feel it would be harmful or socially unacceptable to reveal them. I 
When this is the case, they deliberately conceal their motivations, I 

I hese possibilities create a problem for the researcher. Must he assume I 
that every behavior pattern is based upon unconscious motivation? If not, I 
what criteria are to be used in deciding whether to be alert to unconscious I 
motivation for this behavior pattern and not that one? What is the relative I 
import nee of unconscious motives, if present, and rationalized motives? I 
Should rationalizer' motives be ignored? After all, rationalized motives have I 
a certain validity for the individual—they are the “real” motives insofar as 
he is aware of the situation. 

Tfec situation is even more complicated than this—what about the dis¬ 
sembler ? When the individual actually is dissembling, the researcher must 
attempt to determine the true motives. But, how shall we determine whether 
we are faced with a situation where the respondent is rationalizing or dis¬ 
sembling? In a given case, did a projective technique reveal an unconscious 
motive or the true motive of a dissembler? Conceptually, rationalized 
motives and dissembled motives are not equal in psychological implication; 
but it is rare, if ever, that one finds attempts to segregate the two in con- I 
sumer research directed toward the analysis of motivation. This failure is | 

understandable, to some extent, because of the lack of valid criteria upon 
which to base the distinction. 
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COGNITION 


Need-Arousal need-arousal— a condition exerting 

.. 'tafSUi which he anticipates 

wThave the highest probability of bringing him gratification of a particular 
ried oattern Whether gratification actually will be attained or not is a 

matter* of future events. Central to the MW • 

must be considered in the sequence are the complex of menta p 

and forces known as the cognitive processes. We can view these cogmtive 

processes as being purposive in that they serve the individual in his atternpts 

to achieve satisfaction of his needs. These cognitive processes are regulatory 

in that they determine in large measure the direction and particu ar steps 

taken in his attempt to attain satisfaction of the initiating needs. 


The Ego-Superego Concept . . .. 

! he ego-superego concept is pertinent to a discussion of cognitive ,vA\\ i ks 

which have been triggered by needs. Discussions of the ego-superego con¬ 
cept usually come under the heading of motivation as an aspect of person¬ 
ality. It is our feeling that motivation and the consequences of motivation 
should be kept systematically “clean”. In the broadest sense, ego and super¬ 
ego are mental entities in that they involve memory, perceiving, judging, 

and thinking. 

The Ego . The ego is the “executive”, determining how the individual 
shall seek satisfaction of his needs. Through perception, memory, judging, 
and thinking the ego attempts to integrate the needs, on the one hand, and 
the conditions of the external world, on the other, in such manner that 
needs can be satisfied without danger or harm to the individual. Often this 
means that gratification must be postponed until a situation has developed, 
or has been encountered, which does not contain harm or danger. The turn¬ 
pike driver who does not exceed the speed limit because he sees signs 
saying there are radar checks is under the influence of the ego. So is the 
driver who sees no cars on a straight stretch and takes the opportunity to 
drive at excessive speed. 

The Superego. The superego involves the ego-ideal and conscience. The 
ego-ideal represents the positive standards of ethical and moral conduct 
the individual has developed for himself. Conscience is, in a sense, the 
“judge”, evaluating the ethics and morality of behavior and, through guilt- 
feelings, administering punishment when these are violated. If a driver obeys 
the speed limit because he would feel guilty in doing otherwise, he is under 
t ’e influence of the superego. (The first driver above is under the influence 
of the ego because he is avoiding a fine, not guilt eelings.) 


^ Specific Examples 

Credit is a form of economic behavior based to 


some extent upon ego- 
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superego considerations. It is generally felt that one cause of consumer- 
credit expansion has been a shift away from the superego s role m attitudes 
toward credit. The past ego-ideal was to build savings; debt was immoral 

_something to feel guilty about, to avoid, to hide. These two superego 

influences restrained the use of credit. For some cultural reason, credit 
and debt have shifted away from superego dominance and are now more 
under the control of the ego—the primary concern now seems to be how 
much of it can be used without risking financial danger.^^J 


The purchasing of specific consumer goods can be considered from the 
point of view of these two influences. Certain goods (necessities, perhaps) 
carry little superego influence, and the individual is psychologically free to 
try to maximize the probability of obtaining satisfaction of his needs while 
minimizing the probability of encountering harm in so doing. Other goods, 
however, tap the superego. When a product represents an aspect of the 
ego-ideal there is a strong positive force to possess it. Conversely, when a 
product involves violation of the conscience, a strong negative force is 

as e 


j^Let us assume that, when the need-push asserts itself, a variety of goal- 
objects come into awareness as potential sources of gratification. In con¬ 
sumer behavior these goal-objects may be different brand names. The fact 
tl at a particular set of goal-objects come into awareness indicates the 
generic character of this stage in the cognitive process—a class of goal- 
objects is seen as containing the possible satisfier. What the class of goal- 
objects and the specific goal-objects within the class ‘ promise in terms of 

gratification are known as “expectations" 


There are, then, two orders of expectation: generic expectancies, and 

object-expectancies. Suppose the needs were sucn m-. !:u> "d 

“thought” of brands of frozen orange juice. Some o: ihe generic expecta¬ 
tions for frozen orange juice are a certain taste, quality, source of vitamin 
C, protection against colds, and ease of preparation. The particular brands 
carry expectations specifically associated with one brand as against another. 
The expectation might be that brand A has a more refreshing taste than 

brand B. 


In many instances, cognitive competition occurs between oi m - 
generic categories before it does between goal-objects within a generic 
category. Much consumer-behavior research is directed toward the inves 
gation of generic categories—tires, automobiles, appliances, etc. But perhaps 


not enough attention has been given to the psychological analysis ° 
cognitive competition between generic categories. An example of a problem 
being studied is the competition between television viewing, movie 
and magazine reading. For a particular producer, cognitive eonipetitw j 
within the pertinent generic category is usually of more concern than cogn 
tive competition between his generic category and other. The produce 
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usually wants only an intensive analysis of consumer psychology with respect 
to the particular generic category of which his product is a member. 

Let us now assume that under need-push four alternative goal-objects 
(brands A, B, C, and D) came into awareness. Why these particular brands 
and not others? Why are brands E and F absent? An obvious reason for 
brand E’s absence might be that the individual had never been exposec to 
the fact that brand E exists. He had been exposed to brand F, however. 
Why is it absent? The problem here is one of memory—a key cognitive 
process. he producers of brands E and F obviously are faced with different 

problems. 

Two sets o; circumstances contain the independent variables that deter¬ 
mine whether a given item will be remembered. One is the nature of the 
experience resulting from actual consumption or utilization of the goal- 
object. This will be discussed later when we come to the reinforcement 
theory of learning. The other is the circumstances present on what might 
be called vicarious exposures to the goal-object—vicarious in that at the time 
of exposure actual consumption or utilization of the goal-object does not 
occur. The most obvious example would be an advertisement of the goal- 
object. Of course, the essential purpose of an advertisement is to expose 
the individual to the goal-object in such a manner that at some subsequent 
time it will be remembered readily. The search for the most effective 
methods of doing this by manipulation of the physical aspects of the adver- 
'isement and the appeals used in it is a continuing effort in consumer- 
behavior research. Finally, for many consumers these two sets of circums¬ 
tances wili be jointly operative. Experiences with the goal-object and 
subsequent vicarious exposures can coalesce to heighten the memory 
potential for an item. 


Making a Choice • 

With, say, four brands in awareness, the individual must now make a 
hoice. What psychological factors underlie this choice? The four brands 
could be in awareness due to the memory factor because they are imme¬ 
diately present in the environment; or some because they are in the 
environment, and the others because of memory. 

The first problem is the extent to which the items are differentiated. 
The various goal-objects have attributes which permit the individual to 
B ntiate between them. The brand name is one attribute; package 
another; design still another. These differentiating attributes (from the point 
of view of the consumer’s perceptions) can be called signs or cues. All 
such signs are not equally important in consumer decisions. Certain of them 
a. c> depended upon much more than others. For example, in a study of 

nf ckin USeV i 1VeS f Se , eCt f L eSh 0ranges ’ the critical or ke y s >gns were thickness 

“snot*”’ C °t°u °(. skin ’ firmness of the orange, and presence or absence of 
spots on the skin. 
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The signs have expectancies associated with them. Package (a sign) c 
carry the expectancy of quality. Thin-skin oranges carry the expectancy of 
juice; spots carry the expectancy of poor taste quality and insufficient 
amount of juice. Often sign-expectancies determined through consumer 
research are irrelevant or invalid. Signs are irrelevant when they do not 
represent a critical differentiating attribute of a goal-object. r ert ,: 
discolorations on oranges have nothing to do with their intrinsic quality 

Expectancies are invalid when they refer to qualities that do not in fact 
exist in association with a particular sign. 

The different goal-objects in awareness can be assessed in terms of the 
extent to which they arouse similar expectancies. This phenomenon of 
similarity o expectations within a set of different goal-objects is known as 
generalization. One goal-object (brand A, perhaps), because of its associated 
expectancies, can be assumed to have maximum appeal within the set of 
alternative goal-objects. The alternates then can be ordered in terms of 

i associated expectancies approximate those of brand A. Is this 
ordering and the psychological distances between the items of the nature of: 


Brand A 
Brand B 

or 


Brand C 


Brand A 


Brand B 
Brand C 


These differences in ordering and psychological distance are referred 
as generalization gradients. In the first case, the expectancies associat 
with brand B are quite similar to those for brand A, but are not quite 
powerful in appeal. Brand C has relatively little of this. In the second ca 
the generalization gradient is of a different form, showing that brand B offc 
relatively little psychological competition to brand A. (There will also 
genera ization gradients with respect to cognitive competition betwe 
g nenc categories.) In addition to the individual producer being concern 
n out t e memory potential of his particular brand, he needs to determi 
ature o the generalization gradient for his product and the produc 
j- . 1S competitors. Mere ordering is not enough—the “psychologic 

mininTfh T ee " P0Siti0nS must be determil >' !d ' also, and the factor det< 
mining these distances is similarity of expectancy. 

B1HB rf** 10 * above was concerned with cognitive processes as th 

ZtSE* ™ e J' emS bro “^ “«<> awaLess, the dilreSng 

particular en/r ®! nerallzatlon 8 rad| ent are the central factors in 

Lt dimension *h V€ “ "T" 1 under a Biven “need-push”. One im, 

“ „ “sa v in I," • ye ‘ n " ment ‘ oned instrumental acts. These 
necessary m obtammg the goal-object and the acts involved in const 







motivation, cognition, learning 


71 


c „ i _ are . “coins downtown” to get to a department 
ing or utilizing it. xa P ■ • ease of entry into service stations, 

store, squeezing the § . vnnrself house painting. 

and the operations involved in ; 'V Qr negative value for the individual. 

Instrumental acts can ha P . down . town stores because of 

One who makes fewer shopping P instrumen tal act with negative 

" t “e appea, lies in the 

area of instrumental acts. The development of automate '™™'ssmns ^ 
of power-steering in au concentration upon cognitive 

sSS&gss r ni= 

in obtaining or utilizing tne goal-object. 


LEARNING 
1 Goal-Object 

Starting with need-arousal, continuing under the influence of cognitive 
processes, and engaging in the necessary action, the individual arrives a 
consumption or utilization of a goal-object. Using our consumer-behav or 
) illustration, let us say that the consumer bought brand A and is now in t 
' process of consuming or utilizing it. We have now arrived at one of the 
most critical aspects of the entire psychological sequence. It is with use ot 
the goal-object that degree of gratification of the initial needs will occur. 


Reinforcement 

When consumption or utilization of the goal-object leads to gratification 
of the initiating needs there is “reinforcement”. If at some later date the 
same needs are aroused, the individual will tend to repeat the process of 
selecting and getting to the same goal-object. If brand A yields high-degiev. 
of gratification, then at some subsequent time, when the same needs arise, 
the consumer will have an increased tendency to select brand A once again, 
iiach succeeding time that brand A brings gratification, further i enforce¬ 
ment occurs, thus further increasing the likelihood that in the future, with 

the given needs, brand A will be selected. 

This type of behavior change—increasing likelihood that an act will be 
repeated—is learning; and reinforcement is necessary for learning i i j 
place. Continued reinforcement will influence the cognitive processes. 

* ? 

Memory of the goal-object wil 1 be increasingly enhanced; particular sign- 
expectancies will be more and more firmly established; and the generalization 
> gradient will be changed in that the psychological distance on this gradient 
between brand A and the competing brand will be increased. 

* 
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H Habit 

One of the most important consequences of continued reinforcement »S 
the influence this has on the extent to which cognitive processes enter the* 
picture at the times of subsequent need-arousal. With continued reinforce * 
rnent, the amount of cognitive activity decreases; the individual engag es S 
less and less in decision-making mental activities. This can continue until I 
upon need-arousal, the goal-obtaining activities are practically automatic ® 
At this stage there is a habit. ■ 

Note this use of the term “habit”. One frequently hears that a person! 
does certain things by “force of habit”, that habit is an initiator of behavioral I 
sequences. Actually habits are not initiating forces in themselves; habits are ■ 
repeated response patterns accompanied by a minimum of cognitive activity ■ 
There must be some condition of need-arousal before the habit-type response f 
occurs. This has serious implications in the field of consumer behavior. The 
promotional and marketing problems faced by a competitor of brand A will 
be of one type if purchase behavior for brand A is habitual, of another if 
this is not true. If the purchase is largely a habit, there is little cognitive 
activity available for the competitor to “work on”. 

Frequency of repeating a response is not a valid criterion for determining 
whether or not a habit exists. An act repeated once a week can be just as 
much a habh as one repeated several times a day. The frequency of a res¬ 
ponse is but an index of the frequency with which the particular need-patterns 
are aro ised. F requency of response also is often used as a measure of the 
strength T i habit. T lie test of the strength of a habit is the extent to which 
an individual will persist in an act after it has ceased providing need gratifi¬ 
cation. The greeter this persistence, the stronger was the habit in the 
first place. 

PROBLEM—CONCEPT—RESEARCH 

The above views integrate concepts in contemporary psychology which 
seem necessary for a comprehensive explanation of human behavior, and 
apply these concepts to the analysis of consumer behavior. Each psycho¬ 
logical process t i h 1 upon contains areas for further analysis an: 
specification. 

Some type of comprehensive theory of human behavior is necessary as a 
' to °l av 'o*d a lack of discipline in attacking problems in consumer 

avior. Too frequently' a client with a practical problem approaches a 

an indication that all that is needed is a certain methodology 
interviewing, scaling, or projective devices, for example, 
e rst step should be to take the practical problem and translate i’ into 
i s pertinent conceptual entities. This phase of the problem raises the ques- 
lon of motivations. Here is a question involving relevance and validity of 
sign expectancies. There is a question dealing with a generalization gradient, 
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etc Once the pertinent conceptual entities have been identified, and y 
then we arrive at the stage of hypothesis formulation. Within each c ’ 
ceptual entity, a relationship between independent and dependent variable. 

is established as a hypothesis to be tested. . . , Ffir 

Often the relation between conceptual entities must be investiga • 

example, what is the effect of continuing reinforcement on a specific 
generalization gradient? Within the same research project, one psycho¬ 
logical entity can be a dependent variable at one phase of the research and an 
independent variable at another. At one time we might be concerned with 
establishing the factors associated with differential memory of sign-expec¬ 
tancies. At another time we could be concerned with the influence of 
remembered sign-expectancies upon subsequent purchase-behavior. 

Discipline requires that one turn to methodology only when the pertinent 
conceptual entities have been identified and the relationships between 
independent and dependent variables have been expressed in the form of 
hypotheses. Fundamentally this sequence in the analysis of a problem serves 
to delimit the methodological possibilities. In any event, the methodologies 
demanded are those which will produce unambiguous tests of each particular 
hypothesis put forth. Finally, the results must be translated into the terms 

of the original practical problem. 

Wc have used the term “discipline’’ in this phase of our discussion. The 
researcher must discipline himself to follow the above steps. Some find, this 
a difficult thing to do and inevitably their data become ambiguous. They 
must resort to improvisation in older to make sense of the result ujfter the 
project is completed. A research project is truly & work of art when the 
^ conceptual analysis, the determination of the hypotheses, and the methodo¬ 
logies have been developed in such an “air-tight” sequence that practically 
all that is necessary is to let the facts speak for themselves. 



8/New Dimension in Consumer 
Analysis 

Harper W. Boyd, Jr. and Sidney j. Levy 

In order to insure that customers’ needs and wants are specified in meaningful 
detail marketers must think and make decisions in terms of consumption system* 
in which their products play only a part. Knowledge of the steps involved in 
such a system should prove of considerable value in helping a firm to innovate 
as well as do a more effective job in connection with its basic marketing strategies, 

In recent years there has been an outpouring of management literature 
dealing with a subject which has become known as “the marketing concept”. 1 
Th is line of thinking has been well summarized by Peter F. Druckcr: 

“If we want o know what a business is we have to start with its purpose. 
And its purpose must lie outside of the business itself. In fact, it must lie 
in society, since a business enterprise is an organ of society. There is only 
one valid definition ol business purpose: to create a customer". 2 


A logical starting point, under this approach, is to concentrate on the 
functions that the product serves in satisfying a customer’s needs instead of 
becoming preoccupied with the physical aspects of the product itself. f’hraseJ 
in terms of functions, companies sell such things as transportation, nutrition, 
energy, comfort, self-expression, escape, intellectual development, and con¬ 
formity; rather than cars, bread, oil, pi lows, pens, novels, textbooks, and 
uniforms. 

Certainly, this is a good start. By taking such a conceptual approach, 
many companies have sharpened their marketing effort by (a) researching 
and analyzing why customers (or potential customers) buy (or don’t buy) 

1 See, for example, Theodore Levitt. “Marketing Myopia”, HBR July-August I960, 
p. 56; Fred J. Borch, “The Marketing Philosophy as a Way of Business Life”, American 
Management Association Inc., Marketing Series No. 99, 1957; and J. B. Mckitterick. 

What is the Marketing Management Concept?” The Frontiers of Marketing Thought 
and Science fChicago, The American Marketing Association, 1957), pp. 71-82. 

2 The Practice of Management (New York, Harper & Brothers, 1954), p. 37. 


Solrce . From Harvard Business Review, vol. 41, November* December, 196k ^ 
pp. 129-140. Harper W. Boyd, Jr. : Professor of Marketing, Stanford University 
Sidney J. Levy : Professor of Marketing, Northwestern University. 
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particular kinds of products or services, and (b) surveying and identifying 
particular groups of customers (or potential customers) who differ from one 
another in why they buy (or don’t buy) the products or services in question. 
Many of the same companies have also used the marketing concept to instill 
more sense of direction in the non-marketing functions of the business and 
to unify their over-all organizational effort. 

FOR FULL EFFECTIVENESS 

But general adoption of a customer orientation is not enough. Such an 
approach can still fall short of full effectiveness. The trouble is that it does 
not ensure that customers’ needs and wants will be understood and spelled 
out in the comprehensive, meaningful detail that they could and should be. 

It is the purpose of this article to point out the value of thinking and 
making decisions in terms of consumption systems. This, we will show, is 
an effective way to avoid use of generalizations or unrelated specifics, and 
of achieving more innovation, greater market penetration, and more co¬ 
ordinated planning of the total marketing (and corporate) effort. 

By the term consumption system we mean the way a purchaser of a pro¬ 
duct performs the total task of whatever it is that he or she is trying to 
accomplish when using the product—not baking a cake, but preparing a 
meal; not installing a transmission, but building an automobile. 

There are at least three layers of increasingly greater depth in the analysis 
of customers for full marketing effectiveness: 

(1) Looking beyond purchase behavior to use behavior. Whatever reasons 
people have for buying (or not buying) a particular product are clearly rooted 
in how they use that product; and how well it serves the use to which they 
pm it becomes particularly important at times oi repurchase. Here focusing 
on he consumption system, though this is broader than the use of the parti¬ 
cular product, does ensure that the use behavior of the consumer will not be 
overlooked since it has to be included as part of the consumption system. 

(2) Deliberately studying the toted consumption system for the sake of 
additional insights. | lie use behavior for a particular product is bound to 
be affected not only by the problem to be solved or the task to be per¬ 
form e ! by the use of that product but also by the related products and 
related use behaviors Miai make up the total consumption system in which 
it plays a part; and these effects are subject to marketing applications. 

(3) Analyzing the consumption system in. the further detail of the many 
interrelated subsystems resulting from different kinds of people making 
different use of the same product or the same use of different products. 
Here we can combine market segmentation with consumer motivation for 
maximum effectiveness. Because these different subsystems reflect the 

ifferent goals that people have in using products to solve their problems or 
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perform their tasks, it is possible to pinpoint marketing action to each 
individual subsystem and/or to reassemble such individual marketing actions 
into a coordinated master strategy. 

Let us now look at these three layers of successively greater depth in mor, 
detail. As we shall see, many marketers already look at use behavior, and a 
number study the consumption system (sometimes without labeling it as 
such, sometimes in the narrower version of “behavior patterns”); but there 
are very few, if any, who carry their ahalysis to the ultimate step of inter¬ 
related subsystems. 


h 

c 

\v 


Use Behavior 

Many companies are sophisticated enough to realize that purchases are 
made not for the sake of the product but of the product’s functions—that is, 
what the product will do in satisfying needs and wants. But unless they 
actually think in terms of how the consumer is using the product, they may- 
slip into the error of taking product-oriented action. And one way of making 
use orientation inescapable is to think in terms of the consumption system 
in which the product plays a part. Thus: 


A manufacturer of wrist-watches will recognize that he is serving people's 
needs to know what time it is. Yet he might still concentrate on making 
his watch simply a better timekeeper for the money, and pay major attention 1 
to the accuracy and dependability that lead people to buy or not buy his 

particular brand or model. Hi] 

But the customers 1 need for such features depends, in turn, on the use to 
which they put w T atches in actual practice. First of all, what is the problem 
to be solved or the task to be performed: the scheduling of events, the 
organization of individual effort, the synchronization of related activities, the 
meeting of social obligations, or what? Secondly, what other products or 
services do people use to solve their time problem ;e.g. clocks, bells, tele¬ 
phones, other people's actions or statements); and what are the circumstances 
(light, physical position, degree of hurry, presence of others, nearness of 
clocks, and so on)? It could turn out, for example, that for most people 
it is more important to be able to read the time quickly and clearly than to 
have it actually measured to the precise second. In any event, under¬ 
standing the use behaviors of watch w ? earers forces attention on he product 
features a d selling appeals that will lead to more effective marketing. 


Total System 


However, if marketers only look at the use behavior for their particuk 
product or service, and do not go on to w r ring the full meaning out of th 
way that product fits into the total consumption system representing th 
wider problem or task which it is being used to solve or perform, they sti 

■ ’W W M « w V- h I a. — ■ - ■ ■— I V m <1 ■ 


may miss valuable leads to marketing action. 
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Consider tke ^ cod aundering c.othes, 

C J, 8 hke functions much as do other economic enfttes. 

s e'buvs transports, and changes raw materials into finished producta m a 
sequence of events that is more or less efficient, more or less satisfying. Thus 
^manufacturer who wants the housewife’s ••business" has to produce and 
sell a product which will, in meaningful ways, plug into the systems rele 
vant to her. He has to have a practical understanding of what she is doing 
-the various products she uses, the different actions she takes the total 

S> Example* 1 Here is a general description of the steps involved in laundering 
clothes. In studying this system, the reader should keep in mind that only 
a bare skeleton is being presented; for the system to be truly meaningfu 
much more would have to be known about housewives’ feelings, thoi .-ffits, 
and attitudes about what they are doing. (Some speculative marketing 
implications are added in parentheses simply to illustrate the kinds of 

possibilities.) ., 

The week’s accumulation of laundry is sorted into piles. The housewite 

classifies the clothes to be processed, either by observation or by some pre¬ 
determined set of “rules”. Thus: 


i 




p* * 


p. #•- 



h 










Men’s white shirts may be handled routinely, but an unusually soiled pail 
of trousers may require a decision to be made. The housewife may use such, 
standards as appearance, soiling, wrinkling, odor, length of wearing, and 

type of cloth as bases for her decisions. 

Perhaps the men s shirts will be delivered to a Cii'p.ese ; i ii nu 
distance away. (Here a special service is being used. Why is this service so 
unique? On the other hand, how r muc ii of a nuisance is it? Might the 
Chinese laundry begin pickup and delivery? Couldn’t the large commeiv;.il 
laundries duplicate this type of laundering?) 

The sorting continues. (How distasteful is sorting to the housewife? 
Perhaps a powder to reduce odor and mildew in the laundry hamper would 
be useful. Or perhaps a method of precleaning clothes so that soaking is 
eliminated would be welcome. Could some kind of sorting rack attachment 
to an appliance facilitate the process?) 

White goods form one pile sheets, pillowcases, towels, underwear, and 
so on. This requires hot water and bleach. Especially dirty spots may need 
individual attention with a brush. (Perhaps a tube of aerosol spray of a 
special cleaning substance could take care of these. 1 

Another pile includes the colorful items—blouses, linen napkins,, girls’ 
frocks. These may or may not need hot water. They may possibly' need a 
bit of mending. (May be a ittle laundry sewing kit would be handy for this.) 

Still another pile needs very special handling. Perhaps it includes socks, 
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delicate undergarments, synthetics, woolens, to be subdivided into those 
needing cold water, warm water, hand washing, and so on. (Possibly thj 
sink that has been designed out of laundry rooms still has its place after alb 
Some things are to be dry cleaned—sent out or taken to a coin-operated 


* 


machine. (When will home dry cleaning machines be available? And will 
there be a market for them?) 


Doing the laundry. The products that will be used must be at hand- 
often a messy array of boxes, bottles (glass and plastic), spray cans, and 
jars. Like an alchemist the woman will juggle an assortment that may include 
more than one brand of detergent, bluing, starch, bleach, water softener, 
fabric softener, spot remover, soap, and hand lotion! (Conceivably, there is 
room for an integrated line of laundry products with compatible ingredients 
and matched containers to help organize the array of cleaning staples.) Let's 
see how the svstem continues and note what other questions arise: 

W V 


Piles of clothes are put into the washing machine. Since the piles are of 
different volume and weight, there are problems in loading. Overloading is 
not uncommon; underloading is a wasteful irritation. (This problem has 
been solved by new mode’s that adapt to smaller loads, but are there other 

refinements still possible?) 

There are different kinds of washing machines. The consumer has to 
judge which is best for her and then live with it. “I'd like one that does 
everything automatic, but my service man says those give more trouble, and 
that I’m better off with my simpler machine," is a statement commonly 
heard among housewives. (Clearly, reliability is still an area with markon:;; 
potential.) * 1 


Nearby is the box of detergent. The giant box is a real chore to handle 
and to lug from the supermarket. (Volume delivery would seem a good 
solution; and perhaps home delivery of barrel-size containers would otb 
possibilities. Also, since laundries are such w ! et places, w r hy lion’t they d 
something about the boxes that collapse? Plastic containers or plastic- 


* 


bottom boxes would alleviate this problem.) 

Frequently the detergent is added to the wash by pouring from the b 
“about one cup”. There is a general problem of imprecision; women afl 
likely to overdo. (Perhaps the directions should be more explicit, or there 
should be warning lights or bells; and perhaps the detergent manufacturer 
could include measuring cups or one-cup automatic dispenser chutes.) 

What to do abou: bleach is a question that needs to be resolved. It lS 
ho g and * nreatening, but routinely useful; powder is safer, but possibly 
less effective. Bleach may be hard on clothes, (t is disheartening to h ,u 
clothes get frayed and threadbare. On the other hand, they will wear out 
and it is exciting to contemplate the possibility of a new garment. (Tb { 
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rapiditv with which new type, of bleaches enter the market indicates that 

there remains an unsatisfied need here.) have-whether a 

Washing chores vary with the in o ss goes Q n, the clothes 

are spread around in different states re-doing, things 

waiting ironing from last time, Jg *^“ ti gL room s are not always well 
that need touching up^ (Laundries and ut ^ {of intelligpnt arc hi- 

tectural' attention to working space and its organization. On tte oftertand. 
Lav there not also be a certain amount of pleasure m bemg ankle deep 
clothes that are gradually working their way to cleanlines .) 

Dealing with lint is a problem. Lint removers (Scotch tape, sticky a u , 
and the like) for drv clothes, and lint removers in appliances are helpful, but 
mi a bothir. Washer and dryer lin, traps are commonly neglected and 

may lead to mechanical problems. Many housewives end up'«*«» da 
things bv hand to avoid lint. (Surely improvements are possible here.) 

The housewife continues with the laundry task, perhaps also attending to 
chfldren preparation of meals, alert to clicks, buzzers, bells, agttator rhythm 
and so on. Strangely enough, doing the home laundry ismo™ 
and more time-consuming than it used to be, owing to p 
fabrics, machines, and washing ingredients. All the way through the system 
many products are being used-softened water, implements, appliances, 
cleansers, aids-some casually, some with irritation, some with pbum. 
Too much detergent may produce too many suds; too much softener make 
the clothes feel too smooth (even “slimy”); too much bleach is hazard 
the iron may scorch; a pipe leaks; buttons pop off; the dryer burns too ho 
-but the result may be, to the housewife, a fragrant, warm, fluffy pile oi 

gratified accomplishment. . 

This analysis of the home laundry system is meant only to be suggestive; 

a properly'done, more intensive, detailed analysis would be voluminous. 
But hopefully, even this overly general analysis does indica e how know¬ 
ledge of the total system, more fully and carefully dissected, can alert the 

*4 manufacturer to certain facts: 


The housewife is acting in an orderly or purposeful way, in the terms in 

which she defines her problems and tasks. 

There are a series of interrelated steps which require consumer decision 

t making based on knowledge, expectations, and standards (us well as on 
ignorance, surprise, and uncertainty). 

Any laundry product is used with other products with which it must be 
compatible. 

i uestions arise from this typ e of analysis that point the way to new 
if products or to a clearer understanding of consumer motivations by which 
old products can be marketed more effectively. 
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Exhibit 1 illustrates this total home laundering system. The various 
also indicate how it is made up of several (to some extent overlap] 


subsystems. 


Interrelated Subsystems 

Many companies have gone quite far in another direction: identifvi 
consumer groups, usually called market segments, that have differ 
characteristics which (a) make them particularly good prospects for differ 
varieties of product or service, and (b) make special product designs^ 
marketing efforts directed at them enough more effective to more tH 
repay the added cost of the specialization. But note how much more eff» 
five such segmentation can be if, again, it is tied not only into consun 
characteristics (like income, geographic location, or education) but also inw 
the different consumer goals that distinguish various consumption systeij 
and subsystems. 

Not only is every product (or service) part of some total consumption 

system, but also there are usually several distinct and definable subsvstewi 

in operation, because : 


(1) Most problems can be solved with several different products ail 
most tasks can be performed in several different wavs. Think of the varioi 

W 

activity patterns which are in operation merely in the process of wastaf 
men’s shirts by hand or machine at home, commercial laundry, the lauth 
dromat, Chinese laundry, bachelor service, and so on. 

(2) Different people have different goals in solving a problem or per¬ 
forming a task. Thus: 

Our wristwatch manufacturer can focus on occupational use—railrotf 
engineers, executives, secretaries, night watchmen, and so on (with » 
different subsystem for each, if he finds it worthwhile to go that far). Orfe 
can focus on social use, in which case he may find problems and oppof* 
t uni ties among people who are obsessive about being on time (which siij* 
gests automatic timing devices) versus people who use time maturely as * 
way of relating to other people in a socially synchronized way (and just ho* 

they do it may give him clues to watches for children, cocktail wear, an^ 

jewelry adornment). 

Similarly, a manufacturer of a fabric softner will develop one kind 
orientation if his interest is in consumption systems which relate to fabric 
protection. Longevity, resistance to weather and insects, odor, and 
—these will be the basic functions he will focus on. But if his inters 
ptimariU relates to fabric beautification, then softness, wrinkle-resistance 
color enhancement, and so on will be the functions of interest to him. 

A company' in the petroleum industry will follow quite different cours 
depending on whether it sees itself as fitting into a system which provide 
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Exhibit I. Picture of a Home Laundry System 
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power, automotive service, transportation facilitation, or, as some ou 
panics are tending, as part of a system involving a conveniently locaiJ 
channel of distribution for a variety of products. 1 

(3) People have different goals for different parts of a total consumptJ 
tern. For example, a home gardener may want to cut his grass as pjl 
lessly and quickly as possible, but he may enjoy lavishing great care on u 
rose bushes. 





Example. Now, see what happens when we combine all of these diffr. 
enccs—people, products, and goals—into a network of subsystems. For h 


H 

I 

ii 


: urpose let us develop our gardening example in detail. 

Suppose there are three major types of gardeners: ((7) owners of sg^ 
properties, casual about gardening: (6) owners of small properties, careM 
about gardening; and (c) owners of large properties, casual about gardenia* 
la real life, the lines would not be drawn so sharply, there would be my 
overlap, and there would be other types of gardeners; but let us assume thg 
for practical purposes they comprise most of the market. 

Further, let us take three kinds of gardening products—lawn mowers, 
sprinklers, and chemical sprays—and see how they fit into the three separate 


systems of the three major types of gardeners. Actually, the three consumer 
groups differ among themselves in the goals that they have for each of tk 
products. Even more significantly, within each consumer group the gar¬ 
deners have different goals for the three different products, springing from 
the different ways they use the products in their total gardening consump¬ 
tion systems. Thus, there is a constellation of goals in each case (in r 
fe there would of course be as many more sets of goals as there would be 
different products or different uses involved). 

Consider, first, the three different gardening systems for the three different 
tvpes of gardeners (identified by the relative size of their property and their 
neral attitude) as far as their lawns and roses are concerned; 1 


The small, casual gardener drags out the lawn mower when the j 
begins to look untidy (to his wife, most likely), gets the job over with as 
quickly and easily as he can. But he loves and enjoys his roses, in part 
because they do not seem to call for the same effort, in part because they 
art more rewarding. So on other, more numerous occasions, he tends his 
ro>es. pruning them a little, raking around them a little; and if the bugs arc 
eating the leaves, he will eagerly buy some chemical preparation and spr 
them, with much concern that he has the right brand. On still other occa- 
sions, when the grass looks dry (to his wife) or the roses look thirsty (t° 
him), he 11 do some watering, letting the spray cover grass and bushes alft 
The small, careful gardener, however, will treat both his lawn and his 

care, on a p! mned schedule, with different amounts of cars* 
and differtnt kinds of treatment for each. He is particular about having 
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ft* 


u t. not letting it get so high it looks shaggy or 

grass just the right va & ing g it according to the season and 

cutting it so low it burn , does his wa tering before it is neede , 

weather. He applies his mse chemical of! the roses, never watering 

£ fawn in .he heat of .he sun and do.ng a^lo. «££ device which m 
roots of the rose bushes. ^ Note that h ^ a quite different applica- 

just take care of the ' a ™ b “‘ di6ere « kinds of chemicals, whose 

to have adjustable blades than to be 

tfm morning)! 

in the afternoon) or every Satu ^ . g 0 ( the spectacle of himself riding 

he get out his power ^^' er and b ® ^ t0 time h e dismounts, for a quick 

up and down on his flashy steed. mo wed, Qr both Fina lly f 

drink or to get the watering started where he ) ti work of the 

hc gives the roses a total landscape 

and then, if it does, he sends out impatiently,, a enjoys the 

r something—anything with which t0 h ' P ^ es are’only a necessary back- 

owing, because it shows him off, but the roses are only 

aund, and the watering is a nuisance. , ;fWnt set of aoals 

Next, note that each of the three gardener types has a different set oUoais 

for each of the three different products, depending on 
and Plough all are gardeners, interested in hum, ***«»£ 
behavior for just this much of their total gardening add up to three 

three or nine, subsystems (see Exhibit ii). , , , . 

Now consider, more fully, some of the marketing implications of l^ng 

at enrdenlng as a consumption system made up of consumption subsystems. 

(1) Mention has already been made of the implications for pro ua eal " 

in Ihe case of one product-lawn sprinklers. In the same way-bud w th 

different results, because the subsystems of consumption are ^ent 'or 

the other two products—the insecticide manufacturer and the lawn-mower 

manufacturer can design their products to fit the needs of the three major 

types of gardeners. There are also implications if any one of these manu 

turers is thinking of diversifying into other products. an msec ici 

manufacturer with a strong following in the small, casual group wants to 

capitalize on this fact in the mower market, then he must have an economy- 

model mower to go with his high-quality spray. 

(2) In the matter of distribution channels, the same insecticide manu¬ 
facturer faces a dilemma. His lawn mowers may sell through hardware stores 
and discount houses, but the same people who buy mowers there will go to 
a garden center for their rose bush sprays (for the sake of professional 
advice). His alternative, then, might be to expand his line of sprays and 











Exhibit II. Analysis of three different products in context of total gardening consumption system ( much abbreviated ) 
with nine subsystems (three different types of gardeners, or market segments, with three subsystems each ) 
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attract the small, careful group B, thus capitalizing on his position in thjt 
type of outlet. On the other hand, the manufacturer of lawn mowers bought 
principally by the small, casual group could easily diversify into sprinklers, 
since they would be bought by the same people at the same kind of outlet 
(3) As for advertising, there would be the same crisscross (in some cases, 
re-enforcing; in other cases, conflicting) oi quality and complexity versus 
economy and convenience. Involved would be not only the kinds oi appeals 
to be used, but also the media to convey them, the amount of money to k 
spent, and even the timing. Manufacturers of lawn-mowers and sprinklers 
groups A and C would spend less on national advertising, more on cooperative 
advertising (with dealers) or promotion oi sales in local newspapers. Manu¬ 
facturers of insecticides would stress chemical quality, early in or ahead of the 


season, in horticultural journals, in order to reach Group B; and do dealer 
promotion with garden centers during the season, for group A. And so on. 

(4) In pricing, too, the problems and opportunities for the nine subsystems 
shown in Exhibit ii would differ because of the different uses 'and atten¬ 
dant goals) of the three market segments for the three products. The insecti¬ 
cide manufacturer can charge a high price for his product sold through 
garden centers to groups A and B, but he had better have a cheap product 
(under another brand name, perhaps) for sale through hardware stores to 
group C. And the lawn-mower manufacturer who observes many group A 
gardeners paying a high price for insecticides dare not conclude that these 
same gardeners will also pay a high price for his mowers. 

The important point is that many of these insights would not result from j 
generalizations either about market segments or product use, generalizations 
which would hide the sharp differences that become apparent from looking 
at the total consumption system and the nine subsystems corresponding to 
the three dil erent products and the three different types of gardeners. 

ii one thinks of the consumer as operating a manufacturing process by 
which some end product emerges, it is easy to see that a variety of systems 
and subsystems would be in operation at any one time and that they would 
have some degree of relationship. While we have no desire to complicate the 
system concept further by introducing the notion of still wider systems, it is 
important for any seller to go far enough in his thinking to relate one con¬ 
sumption system to any wider systems which exist and which have an impor¬ 
tant effect on the operation of the system in which he has an immediate 
interest, '•'or example, a marketer would be ill-advised to define a consump* 
thin system fur a gardening product without recognizing that this system is 
related to and dependent on a wider system of acts and ideas pertaining f° 
the whole changing pattern of leisure time in this country. 


INDUSTRIAL PRODUCTS 


be 

jr 

' 


Systems for industrial products are in some ways easier to specify if 


i 


i 
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a inoieal in their operation. It can be well 
because they are more precise and ^gicaUr s £ ould devdop # syste m 

argued that anyone producing a t0 the production 

which starts with the consumer andI moves all the wWch „ consume d 

of the goods that, in turn, pro uce * supplies can typically 

by the consumer. a customer”. To 

be more successful if he ^ (rdative) totality „f the system even 

do this requires that , rpcparrh done by customers. 

if, at best, he learns Ais priman y ^ industrial product should concern 

At the very minimum a s i fhft manufac turing process of his 

himself with where T , hl " u P st ^ compatible with prior parts of the process 

as well as with subsequent steps. Any chang^ P selling 

likely to have an effect » f . " STcan bek protect against obsoles- 
r' Vi ":a be«e: job of seffing, 11 he knows his constraints; that 

ta^rpt.'tratf^r^-tic materials designed to be 
used in the packaging of food: 

This manufacturer would—or should—be 7evention P of color 

EZ shrinkage, product visiMity and ease of -age “d s = To 

rr t csr “^ r i -a? 

hsh and seafoods, and cheese. In addition he would have to knowjhe d 

life, exposure to store traffic, markups, and amount of handlmg. Further he 

would be interested in the consumer system that the product BP 
including place of storage, product life span in terms of replacement rate, 

fi and need for resealing. _ _ , ~ 

As an actual case in point, the Cryovac Division of W. R. Grace and Com- 

I pany developed a vacuum-sealing process which in actuality was a major 

component of the total production, distribution, and consumer systems for 

meat, poultry, cheese, and fish. Since the Cryovac process necessitated the 

1 use of manual or automatic machines, company salesmen had to per orm 

r such activities as helping train labor, helping in the promotion of Cryovac 

wrapped products to the trade, and helping to show how to install a product 

•r line using the Cryovac process. 

[ Agricultural machinery also illustrates the value of the system concept, 
although there is little to suggest that most such manufacturers have applied 
I themselves diligently to learning about the various farm systems in effect. 
With the growth in the number of large farms, we find many analogies 
between farming and manufacturing. More and more machinery is being 
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required to displace high-cost labor. Yet it is doubtful if many man 

consider the farm as a systematic production unit, and have JSt 

nature of the job to be done (for instance, on a time and motion 

determine the most efficient “factory layout” and machinery rel Z 

On the other hand, farm machines have been developed which ~ 4 

integral systems unto themselves. Some of these machines might 

developed earlier if manufacturers had analyzed the total process Tab? 
example, the harvesting of com: F lake -fa 

Until recently the corn combine piece of machinery was limited t» i 
25* “ -'her a moist or dry state. Corn co ™ were ^ 

earlier machines, since it picked and shelled, whereas previously, dl™ 
machines were required. Now com can be picked, shelled, and mired« 
combined in the form of whole shelled corn with broken cobs by a S m* 
mac me. In fact, some machinery manufacturers sell in terms of "system^ 
Wh,ch require the use of two or more pieces of machinery to do a 2 

I chuck fer" ha " estin *’ one ^ the addition of a dryer, a wagon d™ 

complete theentiremocesswUhT 3 '^” 5 COm int0 ,he 

, T JZu ;! e process with one basic machine. 

unrest canned hv *** a ? ncuItural industry has experienced substantial 

Who have comi^ y a , "’T 3 "™ ,ac,ks of versus the gi» 

basis Much of this ar ^ e y '° se)l machinery on a dollar-per-pound-olim! 

appro'ach !hu the nature and functioning of the syst„ 

ton developed that permits a crew of 8 to do the work of 30 diggers. 

MARKETING DECISIONS 

of a firman S1S consum P t,on systems should be helpful to the management 
pany’s ’^ntify more precisely the co, 

thp nhn dnr-Uij- c ’ onstruct a pi an of action, organize to carry out 
and set „r ™f ^ nanCe ' R a " d and as well as marketing! 

relation of rmiiiiiiiii n r rea PP ra,sa ' system. Here, however, we will discuss tin 

? to j trsir: s marke,k * stratag y aad 

sumption systems helnc t impl ' cat,ons to show how this focus on con 
decision-making areas in marketing. C00rdinate various P lanning * 

Product & Product Line 

sumption 3nd kGGpS current th e details of the con 

to assess opportunities (perhaps he Pr ° duCts ’ * hen he is in a better P° sitio ' 

P can reset housewife standards with a nev 
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, r modified product) as well as feats "ample, the £*££ *£• 

east provide him wrth a better und,e standmg of 1 ^ ^ reason ably 
rhe part his product plays in understanding of his role in the 

consumer's life Further, £«-£■*° /"tors may he changing the 

- *° *-—° pp " s as 

ar * SC * • wotinnc: are actually little more than a rearrange- 

More often^ than not, **«**■ This —^ment 

usually represents an e ^ ,er ’ d _, £ m0 st cases, the rearrangement 

efficient way of solving shortening. Most consumer goods innova- 

nf steps involves combining ' Many new products have been 

aeated'when ^7 “s^ciataed" products have been combined into one. 

Thus: 

A classic example is in the home laundry field where de.ergents, bluing, 
and softeners have been combined. number of food products 

s,,ch 0 t m read"..o h eat ceTeairwhh sugar added, lemon-flavored sugar lumps 

* , | -,l L tf „. sauce cake mixes which include eggs, 

for tea, frozen vegetables with butter sauce, cane mu 

fhe^wodd ^ machines for use in the home the 

* i c + m * tVio o' ic nr ploctric stove with its tiutomstic 
with automatic defrosting, the gas 

timer Ihe radios and hi-fi sets which turn themselves off, the TV *ts v » 
their'armchair controls, and the garage doors that open on algn» l, 
examples of admirable ingenuity that did not require tapping novel scientific 

has been the locale of many innovations, all involving a shorten- 
tg of steps-automatic transmissions, longer greasing intervals, more miles 

o an oil change, push-button window washers, to note a few. 

The innovations in cameras have centered recently around doing away 
m the light meter, the range finder, and even the developer as separate' 

tarts of the system. . , , 

If a manufacturer knows where his product fits into the steps in a sys em, 

e can better estimate the possibility of effecting innovation. This is aCcom- 

"shed by an examination of the steps prior to and subsequent to the point 

Fwhich the product in question enters the system. He can frequently esti- 

late the vulnerability of his current product by evaluating the other 

w , < * • f i 

* See Elting E. Morison. "A Case Study of Innovation,” Engineering and Science 
[ortf/ifj/, April 1950. 
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products which enter the system before and after his own product or 
in direct conjunction with it. Innovation by reaching back or b . 
forward in the system is, as has been stressed earlier, a common factor 

Research and development personnel need such a precise frame of f 
within which to work. Knowledge of the steps in the individual consul 
systems as well as the variety of alternative systems employed should 
them with the challenge, as well as the operational objectives, they sot? 
need. Assessing what they can do, both with current technology and rt 
probable future technological changes, can help them provide the C omJ 
with a higher return on R & D investments. ■ 

It is important, also, not to let one’s thinking become too behavioristic 

Jus* analyzing the mechanical steps in a system may not in itself genera 

useful ideas. In analyzing any consumption system, the engineer should 

think about, ihe problem” that users may feel at any given point. People art 

not always looking for efficiency, economy, and the like, as most impersonal 

analyses tend to assume. 7 hey may want distraction, aesthetics, individual 
expressiveness, pretentiousness, speed, and quiet. 


Advertising Strategy 

Advertising effect eness obviously depends on the availability of a con¬ 
siderable amount of detailed information which will permit the determina- 
! of the role to be played by advertising, the advertising objectives, the 
roper choice of advertising copy, the coordination of advertising with other 
sa es promotion activities, and the preparation of the advertising budget, 
ince consumers typically think in terms of product functions subjectively, 
an. concern themselves with the ways in which products fit into their acti¬ 
vities, it would seem that the systems approach would prove extremely 

e P u advertising if only because it presents a unified picture of the 

process by which a given task is accomplished, including the rationale, 

s an ar s, and emotions involved. At the least such a wholeness would 

help the advertiser see his product in relation to the total operation, to see 

its relative importance to other products used in the system, to understand 

more u y what its real contribution is to the user, and to learn more about 
uhy it is used. ' ! 

Knowing the point of entry of the product into the consumption pattern 
• , CS ? a PP r °priate appeal m re apparent, ft poses this question: What 
, C uni ^ ue ro J® the product plays in bridging the gap between prior and 
, S0CJUCnt stC[ ' s? S retimes after analysis of the true action system, rather 
n n . _ e P r ^ ,lUT1, -d. , 1.1 ad .ert i - r may call for changes in his appeals that go 

ic y 8 en eralized beliefs about consumer behavior that are 
accepted ,n h,s mdustry. Here are two examples: 


r 


V 


aviihihle 6 /^ 60 * 5 * 011 Se '* ^ res ^ called orange juice a "refreshing drink alwaj 
available from your refrigerator" is a ease in point. But an analysis of th 
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i tuipA shows obstacles to this idea, 

isumption system for fres squee ' lasses and have not prepared it 

rquanlSsTbe They precious. 

31 should the advertiser do to modify 

the situation? , v r ~ n 't brush after every meal” 

(2) Aiming exploration of an actual system with 

'XchmanyVople feel uncomfortable because 

a” traras r purrs.'s* - - 

advertiser is adapting to reality* 




^fparfoTsolving his price problems, the manufacturer exptoe s to pre- 
m nnri Aflncabilitv of his consumers. An analysis of the co 

systems employing his products will be extremely helpful. If, for examp e a 
.‘new” product has little effect on the totality of the way consumption 

Z goaf there is little reason to believe that it will command a premium 
price 8 All too often the manufacturer exaggerates the importance of his ne 
item, failing to realize that it is but a very small part of a ramifiedpatlter 
Conversely he may underestimate the importance of a small it 
actually may have much to offer in a lengthy or relatively unpleasant system. 

Here is an interesting illustration: 

A manufacturer of point-of-sale displays used at trade shows and conven- 
! tions designed a prefabricated unit consisting of a number of panels that could 
I be locked together with fiber plugs. The appearance of this prefab unit was 
equal to that of the highest priced wooden displays and could be set up y 

two men in less than one hour. 

| Rather than take essentially a cost approach to the problem of what 
initial price to charge for such a new unit, this manufacturer li .1 hu\e 
been well advised to study the consumption system for all such units and 
determine what effect the prefab unit would have on the total system. The 
costs and time involved in the selling process, the shipping costs (from one 
show to another), the deterioration owing to impropei handling during ship 
ment, the assembly time at the convention site, the dismantling time, the 
frequency and extent of refurbishing—al these and other components of the 
use system involved (attitudes and feelings of workers at these various steps) 
should have been analyzed before an attempt was made to arrive at a best 
market price. 

Pricing may also be related to the expected hfe span of a product. Instead 
of waiting to see how long an object lasts in wear, manufacturers should 
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maintain an up-to-date, ongoing knowledge of how well and how l 
product keeps functioning in the system. A far more realistic pricin ^ 
will be the result. ?st ™ 


Personal Selling 

The salesman's role or mission is changing in many firms—es i 
those selling technical products to industry. More and more, he is I 1 
upon as a communication link between the seller and the market '-' 
Increasingly, he is the “feedback” agent as to what the market wants! 
needs, as wed as being the vertical thrust agent who sells the product 
is obvious that to execute these roles with efficiency requires an understand* 
on his part of the systematic process facilitated by his product. For exam* 

A salesman selling building materials must be able to demonstrate 

architects, contractors, and engineers that his product is not only compatibk 

with other products in the system, but that it is not at odds with the hun 

factors which may be involved, for instance, existing skills of labor. 

House-to-house and route salesmen should be aware of the characteristk! 

ongoing patterns of living they are attempting to break into. A route ma 

is asking an established system to alter and make a position for him in At 
stream of events. Thus: 

. ^ *tttdy for the Jewel Tea Company by Social Research, Inc. found tka 
a large number of customers wanted a route man who was friendly, congenial 
but not too nice, sub ve, and conforming to requests and routines. H; 
should be sensitive to the amount of socializing desired by the customer. 

allow her to set the pace, and then follow it quickly and willingly. He should 
follow' a regular schedule o) visits.”* 

CONCLUSION I 

An analysis of consumption systems should provide manufacturers with 
ata w ich are useful in many marketing decision areas. Such analyses gfa 
a perspective of the process by which consumers satisfy their basic won’: 
an nee s, they make available a framework within which the company can 
cise its imagination in product innovation, in advertising strategy develop 1 
ment, in pricing policy, and in sales activities. 

I . . S ^^ ems can only be understood if they are seen as a series of i n i jr 
f f t S f^ S * , coherent, connected view avoids the distortion 

pieces of market information which are the 
e mar eter. In particular, the systems approach should . 

D i v i s i or/ o T P Re sear ch 6 'wa rva ^ Watwn Resea rch and Marketing Management 

arch, Harvard Business School, 1957), p. 355 . 
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. most products are new only in the sense 'hat they 

ae a combination of products used for R & D require that the efforts 

Today's rapidly inc ”“' ng '.^towards obtainable and meaningful mnova- 

iU These can best bei ach.ev^ “ an appr „ach should be 

systems relevant to then companies 'J 1 h are trained to think along such 
welcomed by technical personnel once they are 






9j Management Myopia 


Theodore Levitt 

The author argues in favor of custom-oriented management and demons 
importance by c.tmg a number of successful and unsuccessful case hi!" £ 
points out that declining industries were once growth industries and that i^ 
management s failure rather than market saturation which was responsible tol 
echnes. To be a success over time requires companies to think of them-i * 1 
not as firms producing goods and services but as those which buy 

SHADOW OF OBSOLESCENCE 

It is impossible to mention a single major industry that did not at a 
t me qualify for the magic appellation of “growth industry". In each a 

nrnd,!rt m T d b Strength ,ay in the a PP arentl y unchallenged superiority of* 
product. There appeared to be no effective substitute for it. It was'itsesl 

unaway substitute for the product it so triumphantly replaced. Yet J 

us look” brief! ° ceIebrated industries has come under a shadow. Uf 

recXd . ^ 3 , 3 fCW ° f them ’ this time takin S examples that have sok 
eceived a little less attention: 

an denning. This was once a growth industry with lavish prospects, h 

eacitv nia w °° ^ rments > imagine finally being able to get them safely ad 
easily cleaned. This boom was on. 

in frniiwT 6 ivk arC y ears a ^er the boom started, and the industry i 

clean ms? iu u * ** tbe corn P et ' t * on come from? From a better way d 
havp rut tv.° * j 3 / come ^ rom synthetic fibers and chemical additives that 
in the win** ^ cleaning. But this is only the beginning. Lurking 

tbfnmmrhi ^ ea ^ t0 make chemical dry cleaning totally obsolescenti 

that powerful magician, ultrasonics. 5 y 

products < wL irh ‘ **iL ThlS IS another one of those supposedly “no-substitute" 

water w h l l"H r P Came a '°" s ' kerosene "•» Later tk 

reliability simnl' Jj* 5"!* enginc wer « «W to ribbons by the flexibilitf 
prC^ TSZX ££*£2 availability of elecfric ntotor,. Ik 

es continues to wax extravagant as the homa *3 

Croicth (Copyright! McGt^Hm*Bo^r***"* 1 ^ Perspectives for Profit Mjj 

*?n. Uw dky special pension C ° mpany > Inc - New York, 1962), pp. ** 

School of Business^Administrahon 11655 Adm,nistraf ' on . Harvard University 



94 



95 


management myopia 

. , into a museum of electrical gadgetry. How can anybody miss by 
onverted into a mu nothin? but growth ahead? 

westing in utilities, with no comp A f no nutility com- 

But a second look is not quite so comforting. A sco^ ^ ^ 

-anies are well ^“^“^'^fevery home silently ticking off electric 
,hiCh I'crcTines Sat vulgarize so many neighborhoodt. will be 

iliminated so will the endless temto ion of streets . ^ ^ 

luring storms. Also on the horizon is solar energy, ag " 

itility companies. competition? They may be natural 

—rr 

will have' to plot the obsolescence of what now 

produces their livelihood. , , roaliyp that there ever was a 

Grocery Stores. Many people find it hard to realize that mere e 

of the 1930s narrowly escaped being completely wiped out by the aggres 

.rTnsion of independent supermarkets. The first genuine supermarket was 
expansion of indepenoe t P 193J markets were thnving 

opened in 1930, in Jamaica, i^ong isinn j r ,, r hains 

in California, Ohio, Pennsylvania, and elsewhere. Yet ^ with such 

pompously ignored them. When they chose to notice them, it was with s 

^ ^ j • 4 . 4< r.Vioan“horse and bu2sv\ cracker-barrel store- 

derisive descriptions as cheapy , norse ana oug&y , 

keeping", and “unethical opportunists . , ( ■% 

An executive of one big chain announced at the time that he foun 

"hard to believe that people will drive for miles to shop or oo 
sacrifice the personal service chains have perfected and to which Mrs Co 
sumer is accustomed”. 1 As late as 1936, the National Wholesale Grocers 
convention and the New Jersey Retail Grocers Association said there was 
nothing to fear. They said that the supers’ narrow appeal to the price buyer 
limited the size of their market. They had to draw from miles around When 
imitators came, there would be wholesale liquidations as volume fell, ine 
current high sales of the supers was said to be partly due to their nove ty. 
Basically people wanted convenient neighborhood grocers. If the neighbor¬ 
hood stores “cooperate with their suppliers, pay attention to their costs, an 
improve their services”, they would be able to weather the competition unti 

it blew over. 2 

It never blew over. The chains discovered that survival required going 
into the supermarket business. This meant the wholesale destruction of their 
huge investments in corner-store sites and in established distribution and 
merchandising methods. The companies with “the courage of their convic- 

1 For more details see M. M. Zimmerman, The Supermarket ; A Revolution in 
Distribution , McGraw-Hill Book Company, Inc., New York, 1955, p. 48. 

*lbid. t pp. 45-47. 
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tions” resolutely stuck to the corner-store philosophy. They kept their 
but lost their shirts. 









SELF-DECEIVING CYCLE 

But memories are short. For example, it is hard for people who toil * 
confidently hail the twin messiahs of electronics and chemicals to see h 
things could possibly go wrong with these galloping industries. They 
bably also cannot see how a reasonably sensible businessman. cnuU 
been as myopic as the famous Boston millionaire who fifty years 
unintentionally sentenced his heirs to poverty by stipulating that his enti- 
estate be forever invested exclusively in electric-streetcar securities, ft 
posthumous declaration, ‘ There will always be a big demand for eicier 
urban transportation”, is no consolation to his heirs who sustain life fc 
pumping gasoline at automobile filling stations. 

Yet, in a casual survey I took among a group of intelligent busines 
executives, nearly half agreed that it would be hard to hurt their heirs k 
! J g their estates forever to the electronics industry. When I then con¬ 
fronted them with the Boston streetcar example, they chorused unanimously 
“That’s different” ! But is it ? Is not the basic situation identical? 

In truth, I believe, there is no such thing as a growth industry. There"are 
om\ companies organized and operated to create and capitalize on growl 
opportunities. Industries that assume themselves to be riding some auto¬ 
matic growth escalator invariably descend into stagnation. The history o( 
every dead and dying “growth" industry shows a self-deceiving cycle of 
bountiful expansion an 1 undetected decay. There are four conditions which 
usually guarantee this cycle: 

1. The belief that growth is assured by an expanding and more affluent 
population 

2. The belief that there is no competitive substitute for the industry's 
major product 

3. Too much faith m mass production and in the advantages oi rapidly 
declining unit costs as output rises 

4. Preoccupation uith a product that lends itself to carefully controlled 
scientific experimentation, improvement, and manufacturing cost reduction. 

I should like now to begin examining each of these conditions in some 
detail. To build my case as boldly as possible, I shall illustrate the points 
with reference to three industries—petroleum, automotive, and electronics 
particularly petroleum, because it spans more years and more vicissitudes, 
ot only do these three have excellent reputations with the general public 
an also enjoy the confidence of sophisticated investors, but their i ' : : - 
mcHm h'u-e become known for progressive thinking in areas like financial 
control, product research, and management training. If obsolescence c« 
cripple even these industries, it can happen anywhere. 
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OPULATION MYTH 


The belief that profits are assured by an expanding and move affluent 
T latinn is dear to the heart of every industry. It takes the edge off the 
reprehensions everybody understandably feels about the future. If consumers 
ZT multiplying and also buying more of your product or ser ™'; y “ u 
ace the future with considerably more comfort than if the "««« «« 
hrinking An expanding market keeps the manufacturer from having to 
h ,"k very hard or imaginatively. If thinking is an intellectual response to a 
rohlm then the absence of a problem leads to the absence of thinking 
If your product has an automatically expanding market, then you wi 
yive much thought to how to expand it. 

8 One of the most interesting examples of this philosophy is provided by 
the petroleum industry. Probably our oldest “growth” industry, it has an 
enviable record. While there are some current aPP«h«isioM *(mt 
growth rate, the industry itself tends to be optimistic. But I believe it can 
be demonstrated that it is undergoing a fundamental yet typical change. 

It is not only ceasing to be a growth industry but may actually be a declining 
L e relative to other business. Although there is widespread unawareness 
L ; his fact I believe that, unless it changes drastically, within twenty-five 
years the oil industry may find itself in much the same position of retros¬ 
pective glory that the railroads are now in. Despite its pioneering work in 
developing and applying the present-value method of investment evaluation, 
in employee relations, and in working with backward countries, the petroleum 
business is at times a distressing example of how complacency and wrong¬ 
headedness can stubbornly convert opportunity into near disaster. Only r 
the last two years does it seem to have been aroused out of its heavy slumber. 

One of the characteristics of this and other industries that have believed 
very strongly in the beneficial consequences of an expanding population, 
while at the same time being industries with a generic product for which 
there has appeared to be no competitive substitute, is that the individual 
companies have sought to outdo their competitors by improving on what 
I they are already doing. This makes sense, of course, if one assumes that 
sales are tied to the country’s population strings because the customer can 
• compare products only on a feature-by-feature basis. Hence I believe it is 
very significant that not since John D. i^ockefeher out tree ! eto^enc Limps 
to China has the oil industry done anything really outstanding to create a 
demand for its product. Not even in product improvement has it showered 
i itself with eminence. The greatest single improvement, namely, the develop- 
L ment of tetraethyl lead, came from outside the industry, specifically from 
A General Motors and Du Pont. The big contributions made by the industry 
- k itself are confined to the technology of oil exploration, production, and 
'■r refining. 
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ASKING FOR TROUBLE 


In other words, the industry’s efforts have focused not nearly $ Jt 
on improving the generic product or its marketing as on improviani 
efficiency of getting and making its product. Moreover, its chief pnJ| 
has, until quite recently, continuously been defined in the narrowest p CS| jZ^9 
terms, namely, gasoline, and not energy, fuel, or transportation. This attit i 
has helped assure that: 

1. Major improvements in gasoline quality in the past have tended 

to originate in the oi! industry itself. Also, the development of scpn»» 
alternative fuels comes from outside the oil industry, as will be shown 1. 

2. Major innovations in automobile fuel marketing have been or 

by small new oil companies that are not primarily preoccupied with prod*! , 
tion or refining. These are the companies that have been responsible ' 
the rapidly expanding multipump gasoline stations, with their succesifl 
emphasis on large and clean layouts, rapid and efficient driveway servinB 
and quality gasoline at low prices. E 

Thus the oil industry has asked for trouble from outsiders. Sooner 
later, in this land of hungry inventors and entrepreneurs, a threat issrl 
to come. The possibilities of this will become more apparent when 1 
turn to the next dangerous belief of many managements. For the sake:* 
continuity, because this second belief is tied closely to the first, I shi j 
continue with the same example. jy 

IDEA OF INDISPENSABILITY I 

Until only two years ago the petroleum industry was pretty mud* 
persuaded that there was no competitive substitute for its major produc I 
gasoline—or if there was, that it would continue to be a derivative of cruAI 
oil, such as diesel fuel or kerosene jet fuel. I 

There is a lot of automatic wishful thinking in this assumption. Tbl 
trouble is that most refining companies own huge amounts of crude*' I 
reserves. These have value only if there is a market for products i^l 
H hich oil can be converted—hence the tenacious belief in the confine * I 
competitive superiority of automobile fuels made from crude oiL I 

This idea persisted despite all historic evidence against it. The evidence I 
not only shows that oil has never been a superior product for any purpose I 
for very long but also that the oil industry has never really been a I 
in ustry. It has been a succession of different businesses that have 8°* I 
through the usual historic cycles of growth, maturity, and decay. Its over I 
a survival is owed to a series of miraculous escapes from total obsolescefl^ 

m,nu * e an d unex pected reprieves from total disaster reminiscent^ - 
The Penis of Pauline ... 




management MYOPIA 


99 


PRODUCTION PRESSURES 




Mass-production ‘nduslr.es are unpelled by M«***^» rises is 

bey can. The prospect of The profit possibilities look 

Ipectacular. All effort focuses on production. The result 

»ets neglected. . opposite occurs.* Out- 

John Kenneth Galbraith contends that just the opp_ rid Qf 

put is so prodigious that all effor t desecration of the country- 

;ide with advertising Kgft J hg misses the strateg ic point. 

Galbraith has a finger on som g » to “ mo ve” the product. 

Mass production does indeed 6 ^ P g marketing. Marketing, 

,1 a ire“s phK c^ P rd“mpIcx process, gets ignored. 

The difference between feting on the needs of the 

fu'er 8 Selling 5 Unoccupied with the seller’s need to convert his product 
into cash- marketing with the idea of satisfying the needs of the customer 
by means' of the product and the whole cluster of things assoc,a.ed wt.h 

creating, delivering, and finally consuming it. d tion have been 

so powerful that for many years top management in effect has told the sales 

departments, “You get rid of it; we’ll worry about profits .. ^ 

a truly marketing-minded firm tries to create value-saltisfymg 

services that consumers will want to buy. What it o ers ov available 
not only the generic product or service but also how it is made available 

to the customer, in what form, when, under what conditions, and aMvha 

terms of trade. Most important, what it offers for sale is determine 

by the seller but by the buyer. The seller takes his cues from the buyer in 

such a way that the product becomes a consequence of the marketing effo , 

■ 


not vice versa 



LAG IN DETROIT 


f The above may sound like an elementary rule of business, but that does 
not keep it from being violated wholesale. It is certainly more violated than 

honored. Take the automobile industry, for example. 

■ Here mass production is most famous, most honored, and has the 

greatest impact on the entire society. The industry has hitched its star to 

the relentless requirements of the annual model change, a policy that makes 

customer orientation an especially urgent necessity. Consequently the auto- 

5 John Kenneth Galbraith, The Affluent Society, Houghton Mifflin Company, Boston, 
1958, pp. 152-160. 
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companies spend millions of dollars a year on consumer res M u 
fact that the new compact cars sold so well in the verv fi ^ But 
“Big Three’s” entry into this field indicates that Detroit’s * * 

had for a long time failed to reveal what the customer really want . 
was not persuaded that he wanted anything different from whatT u N 
getting until it lost millions of customers to other small car m 6 , ^ 
How could this unbelievable lag behind consumer wants hav?^ 
petuated so long? Why did not research uncover consumer n ?" 
beiore consumers' buying decisions themselves revealed the fJJ , 
not what consumer research is for-to find out before the fact wha ?, 4 
to happen? The answer is that Detroit never properly resea h ^ 

things which it had already decided to offer him. For Detroit was nil 

^, t extent that the custo^ 

was recognized as having needs that the manufacturer should try to sL 

£ “T aC ' ed 35 “ ' he j ° b C ° Uld be done ^ Product c 3 

Occasion ally financing got some attention too, but that was more ino i 
to sell than to enable the customer to buy. 

As for taking care of other customer needs, there is not enough 

£*2* arCa ° f the greatest un satisfied needs are ignored, or » 
the matte ^ d f attent,on - These areas are at the point of sale andi 
nrob^mTreaf ^Sf***! re P air and maintenance. Detroit considers th 
fact that th 3S ° SeCondar y importance. This is underscored byi 

and nnorat a ret3 ' aad servicing ends of the industry are neither owned 

thi P a 6 controlled b - v the manufacturers. Once the car is produce! 

Detroit’^/" , y T Ch • in the dea,er ’ s inadequate hands. Illustrative* 
sales-ct m s ' length attitude is the fact that, while servicing holds enormom 

ro e -f 7 n^ a ^ 8 ; profit - buiidi "8 opportunities, only fifty seven oi Cl»t 
MoJr’iT dealers provi <M night maintenance service in 1960. 
aDDreh^nc' S re P e3 * e y express their dissatisfaction with servicing and ther 

“ a°„d problemsThe? >*«“* 11 

maintenance processes are ZJhM “““ dUnng the aulo ' buy,ng and T 

thirtv vearc ior, v i P obably more intense and widespread today tha 
take their cuec f @ v!^ autom obile companies do not seem to listen too 

Jhrough ihe fifte^Tthe C °" S “ mer - “ il "“ S " 

effort is still Viewed as OW " preoccu P atlon Wllh production. The mark® 
vice versa, as it should J lec ^ ar y consequence of the product, nc 
with it , narnrhi-ii • }**' ,Jl ls legacy of mass productioi 

production 11at ! 1 resides essentially in low-cost f“ 



WHAT FORD PUT FIRST 


The Piofit lure of mass production obviously has a place in the plans 


ar 
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, o, business 

tout the customer. This is «■»«»* q( Henry £, rd . a se „se Ford was 
earn from the contradic ory __ marketer in American history. 


jth the most brilliant ana rne ^ customer anything but a 

was senseless because he refused ’ designed 



because 

needs. W« habitually celebrate him for ' h '"™ ng "“T'abie 

r£ *UinT price and £ 

^'sembiy Hne "held concluded tha, a, 5500 he £gM-" 

is Z 

■Td business managers refuses .0 hear the great lesson he taught. Here 
s operating philosophy as he succinctly expressed it: 






Our policy is to reduce the price, extend theoperations, and k P * 
article You will notice that the reduction of price comes first. We have 
never considered any c tt as fixed. Therefore we first reduce the price 
TITS* 5i« we believe more sale, will result. Then we go ahead 

!“« forces the costs down. The more usual is to take the costs and 
then determine the price, and although that method may be scient. ic in 
the narrow sense, it is not scientific in the broad sense, because what 
earthly use is it to know the cost if it tells you that you cannot manu¬ 
facture at a price at which the article can be sold? But more to the poin 
it the fact that, although one may calculate what a cost is, and ol course 
all of our x is are carefully calculated, no one knows what a cost ought 
to be. One of the ways of discovering. . is to name a price so low as to 
force everybody in the place to the highest point of efficiency. The low 
prite makes everybody dig for profits. We make more discoveries con- 
erning manufacturing and selling under this forced method than y any 
method of leisurely investigation. 4 


PRODUCT PROVINCIALISM 

The tantalizing profit possibilities of low unit production costs may create 
the most seriously self-deceiving attitude that could afflict a company* parti¬ 
cularly a “growth* 1 company where an apparently assured expansion of 
demand alreadv tends to undermine a proper concern for the importance of 
marketing and the customer. 

The usual result of this narrow preoccupation with so-called “concrete 

•Henry Ford. My Jafe and Work , Doubleday and Company. Inc., New York, 1923, 
pp. 146 147. 
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matters” is that, instead of growing, the industry declines. It usually I 
that the product fails to adapt to the constantly changing patterns or E 
sumer needs and tastes, to new and modified marketing institutions 'e 
practices, or to product developments in competing or complement! 
industries. The industry has its eyes so firmly on its own specific prod » 
that it does not see how it is being made obsolete. £ 

The classical example of this is the buggy-whip industry. No amount oil 
product improvement could stave off its death sentence. But had the H w l 
try defined itself as being in the transportation business rather than in tlul 
buggy-whip business, it might have survived. It would have done whal 
survival always entails, that is, change. Even if it had only defined hi 
business as providing a stimulant or catalyst to an energy source, it migh | 
have continued existence by becoming a manufacturer of, say, fanbeltsc;| 
air cleaners. I 

What may someday be a still more classical example is, again, the oi l 
industry. Having let others steal marvehous opportunities from it (e.g I 
natural gas, as already mentioned, missile fuels, and jet engine lubricants) 1 
one would expect it to have taken steps to prevent its happening again I 
But this is not the case. There have been extraordinary new development I 
in fuel systems specifically designed to power automobiles. Not only are I 
these developments concentrated in firms outside the petroleum industry I 
but until their delinquency was pointed out to them a few years ago, mo*' 
petroleum companies almost systematically ignored them, securely conent 
in their wedded bliss to oil. ft is the story of the kerosene lamp versus the 
incandescent lamp all over again. Most big oil companies are still trying 
to improve hydrocarbon fuels rather than to develop ■ uels best suited to j 
the needs of their users, whether or not made in different ways ai d with 
different raw materials from oil. 

Here are some of the things which nonpetroleum companies are wo™ 
ing on: 

Over a dozen firms now have advanced working models of energy system* 

which, when perfected, may very well replace the internal-combustion 

engine and eliminate the demand for gasoline. The superior merit of each 
of these systems is their elimination of frequent, time-consuming, and irnta• 
ing refueling stops. Most of these systems are fuel cells designed to create 
electric energy directly from chemicals without combustion. Most of the® 
use chemicals that are not derived from oil, generally hydrogen and oxygen 
The fact that hydrogen-oxygen systems remain crude and now entail seriou 
combustion hazards has tranquilized most oil companies into a comforting 
reassurance of their own immortality. 

Several nonpetroleum companies have advanced models of elect i ‘’torage 
batteries designed to power automobiles. One of these firms is an aircra 
producer that is working jointly with several electrical utility companies' 
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tie Utter hop t to mm °® I* 8 * v a | s0 using tbe battery approach, 

battery ''S 1 '”", , firm with „tensive small-battery experience 

*- «* -- Of withstanding 

!,e I*' “ h " “ r „es of power.' Germanium diode applications and 
CLT2C sm,e,ed 8 pla,e and nicke,-cadmium techniques promise to 

make a revolution in our energy sources. increasing attention. One 

^ly cautious Detroit auto executive not long ago ventured 

powered cars might be common bv 1980. ••watching develop- 

' onc research director put it to me. Two years ago only a few 

to developing cells powered by hydrocarbon chemicals. None * *«»"*• 
enthusiastically researching fuel cells, batteries, or solar IP ***’ P« 
them were spending a fraction as much on researc *•**22' 
nportant areas ■ they are on the usual run-of-the-mdl llrniff I kc reduc ng 

petroleum company not ,g ago took a tentative look at the fu el cell tt d 
cm. add that althouch "the companies actively working on it i 
belief in ultimate success... the timing and magnitude of its impact arc too 

remote to warrant recognition in our forecasts . , • 

One night, of course, ask: Why should the oil companies do an\ h ng 

different? Would not chemical fuel cells, batteries, or solar energy kill the 

present product lines? The answer is that they would indeed, and that is 

precisely .he reason for the oil firms having to develop these power units 

before their competitors, so they will not be companies without an industry. 

Management might be more likely to do what is needed for its own 

preservation ,f j t thought of itself as being in the energy business, as a 

couple of companies have now announced themselves to be. But even that 

ii not enough if the\ persist in imprisoning themselves in the narrow grip 

of their tight product orientation. They have to think of themselves as 

taking care of customer needs, not finding, refining, or even selling oil. 

Once they genuinely think of their business as taking care of people 

transportation or energy needs, nothing can stop them from creating their 

wn extravagantly profitable growth. 



"CR! \TIVE DESTRUCTION" 


Since words are cheap and deeds are dear, it may be appropriate to 
Pindicate what this kind of thinking involves and leads to. Let us start at 
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the beginning—the customer. It can be shown that m • 

dislike the bother, delay, and experience of buying gasoline °p nsts slR 

do not buy gasoline. They cannot see it, taste it feel it * C ° ple * 

really test it. What they buy is the right to continue drivhT? * 

The gas station is like a tax collector to whom people are cnmnaiu 

a periodic toll as the price of using their cars. This makes the **** 

a basically unpopular institution. It can never be made popular 
only less unpopular, less unpleasant. ^ e,lS 

To reduce its unpopularity completely means eliminating i, \ 
a tax collector, not even a pleasantly cheerful one. Nobody HU 
interrupt a trip to buy a phantom product, not even from a handsome A, 

0r k a + .f duct - Venus - Hence companies that are working on exotic 
substitutes which will eliminate the need for frequent refueling are hi 

directly into the outstretched arms of the irritated motorist Th ev 

riding a wave of inevitability, not because they are creating something L 

is technologically superior or more sophisticated, but because they are 
lying a powerful customer need. 

Once the petroleum companies recognize the customer-satisfying \m a 

choL™l ! P T r SyStCm C3n d °’ they Wi " See that the y h ^e no J 
deHv?rin bOU WOrk ' n8 1 on an efficient, long-lasting fuel (or some way! 

chains hfd^h 561 ? fU6 S Wlthout bothe ring the motorist) than the big W 
c • , j° U , ^ 0in ® into tbe supermarket business, or the vacuum-tak 

firms wM? h ^ ^ maki " 8 semicond ”ctors. For their own good the d 
of wishful .*»• v CStr0y ^ be * r 0Wn highly profitable assets. No amouit 

form of "creaH V e n destruce i a o'n e ’. them fr ° m ‘ he ***** of *"***"* '* * 

matp iff tke " eed as strongly as this because I think management mus 
too easv in *.** .** t0 ^ rea k itself loose from conventional ways. It is al 

Duroose her 1S ^ 3nd 3ge ^° r a com P an y or industry to let its sense ol 
develon l 2™ d0 T? ted ^ the economies of full production and l 
ment lets itnrtf^J L^n * y ,0 P Slded product orientation. In short, if man* 
as producing o a ! 11 ,nv ariably drifts in the direction of thinking of itd 
bablv will n 8 nf 8 °H dS 3n ^ Services ’ not customer satisfactions. While it pro 
rid of it- n : ,, deSCCnd t0 thC depths of te,,in g its salesmen, “You gfl 

practicing*' ° Ut , ^ *. can, without knowing it. H 

one erowrh ; n . y ormuia for withering decay. The historic fate a 

provincialism. ^ an ° ther has b «" &» suicidal prod* 


DANGERS of r & d 


™n«n U =d growth arises 

-a deveiopment. To *££ .ThaU ’STtaT to 


i 


when top manage- 

technical research 


mow industry 
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■Srss s rssw-i-ssefc *s=s 

“XrS£«rri; t=**ass 

esearch and development but that they p y their eminence to 

he fact that the fastest-growing electro , etel beside the poi nt. 

h ' ir e uted a to affluenceTn a "sudden crest ot unusually strong general 

eceptiveness to new technical ideas. Also, their success h ® S b ** n ^f,i t ary 
u the virtually guaranteed market of mOtory ? ^ f f ac [H t i e s to 

r s ■sara'.r-ss,’ - — 

”£.“m “^"SThS 

o creatine the illusion that a superior product will sell se . g 

reated a successful company by making a superior product, i 
urprising that management continues to be oriented toward ^FPdurt 
ther than the people who consume it. It develops the philosophy that 
ntinued growth is a matter of continued product innovation and im- 

^number of other factors tend to strengthen and sustain this belief: 

1. Because electronic products are highly complex and sophisticated, 
nanagements become top-heavy with engineers and scientists This creates 
i selective bias in favor of research and production at the expense of 
narketing. The organization tends to view itself as making tj 111188 ” er 
:han satisfying customer needs. Marketing gets treated as a residual activi y, 
‘something else” that must be done once the vital job of product creation 


and production is completed, 

l 2. To this bias in favor of product research, development, and production 
l is added the bias in favor of dealing with controllable variables. Engineers 
and scientists are at home in the world of concrete things like machines, 

I test tubes, production lines, and even balance sheets. The abstractions 
toward which they feel kindly are those which are testable or manipulatab e 
.Jin the laboratory, or if not testable, then functional, such as Euclid s axioms. 

, In short, the managements of the new glamour-growth companies tend to 
favor those business activities which lend tliemsehes to cuicful Tud\, 
experimentation, and control—the hard, practical realities of the lab, the 

shop, the books. 

What get shortchanged are the realities of the muvkct. Consumers are 
J unpredictable, varied, fickle, stupid, shortsighted, stubborn, and generally 
bothersome. This is not what the engineer-managers say, but deep down 
7 in their consciousness it is what they believe. And this accounts for their 
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concentrating on what they know and what they can controf 
product research, engineering, and production. The emphasis on w 
becomes particularly attractive when the product can be made at 
up.it costs. TTiere is no more inviting way of making monev rhaa K 
the plant full blast. 

Today 'he top-heiw science-engineering-production orientation of* 

electronics companies works reasonably well because they are push-' 
new frontiers in -'hich the armed services have pioneered virtual!) 
markets The companies are in the felicitous position of having ? 
not find, markets, of not having to discover what the customer 
^aflts. but of having the customer voluntarily come forward with 
new -product demands. If a team of consultants had been assigned 
cafly to design a business situation calculated to prevent the emergen t 
development of a customer-oriented marketing viewpoint, it could not 
produced anythin* better than the conditions iusr Hesrrihod 






stepchild treatment 


The oil industry is a stunning example of how science, technolog 
mass production can divert an entire group of companies from their _ 
task To the extent the consumer is studied at all. the focus is forever g! 
getting information which is designed to help the oil companies im*f' 
what the> are now doing. Most of them generally try to discover more c# 
vincing advertising themes, more effective sales promotion drives, what fir 
market shares nf the various companies are, what people like or AM 
about service-station dealers and oil companies, and so forth. Few compa-a 
•cem as interested in probing deeplv into the basic human needs that ML 
industry might be trying to satisfy as in probing into the basic properties dj 

raw material that the companies work with in trying to deliver cwIob* 
satisfactions, f ; s !| j : j | - '. : j 

Basic questions about customers and markets seldom get asked. The Uftr 
occupy a stepchild status. They are recognized as existing, as having to b 

M °*’ bUt n0t worth vcr >' much real thought or dedicated attentrt 

Wobody gets as excited about the customers in his own backyard « abof 

I*. . • J" e Sahara ,>escr Nothing illustrates better the neglect * 

■altering than its treatment in the industry press. 

The centennial issue of the American Petroleum Institute Qtiirtr* 
pwafced in 1959 to celebrate the discovery of oil in Titusville, Pennsylvwfc 
con ame twenty-one feature articles proclaiming the industry's greats 

/ °"^ f t ^* se ta,ked about its achievements in marketing, and that 
pic ona record of how service-station architecture has changed. TV 
. 1 * special section on "New Horizons", which was devofc^ 

i maynificent role c wroul^l play in America’s future. Ever? 

•S e liently optimistic, never once implying that oil might Hi** 
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™ hard cotton. Even the ~ Tht wgs 

ratalogue of how oil would J* 6 J^ndustry’s affluence might be threatened 
raVn^irS^ might inc.ude new and better ways 

° f r 2 °i ics ° f 

gets was still another speaalseriesI < ^“dtag te Slowing article tides 
P ° ten,i d to STtoSftf contents: "In the Search for Oil,” "In Production 

Operations , In Refine y J industry’s major functional areas is listed, 

Significantly, every one of to (hat electr0 „ics ho ,ds no 

revolutionary potential for petroleummarketigC h P P [ u tes 

or the editors forgot to discuss marketing (which is more uiceiy 

“ *.c as? 

SsEs t*ss “ 2 s? "«? £ s 

fndustries, begins with the needs of the customer for its product. From that 
primal position its definition moves steadily backstreamo area P 
cressively lesser importance, until it finally comes to rest at the 

for oil”. 


BEGINNING AND END 

The view that an industry is a customer-satisfying process, nott a goods- 
producing process, is vital for all businessmen to understand. An industry 
begins with the customer and his needs, not with a patent, a raw material, 
or a selling skill. Given the customer’s needs, the industry develops b 
ward, first concerning itself with the physical delivery of customer satis¬ 
factions. Then it moves back further to creating the things by which these 
satisfactions are in part achieved. How these materials are create is a ma er 
of indifference to the customer; hence the particular form of manufacturing, 
processing, or what have you, cannot be considered as a vital aspect^ e 
industry. Finally, the industry moves back still further to finding the raw 

materials necessary for making its products. 

The irony of some industries oriented toward technical research and 

development is that the scientists who occupy the high executive positions 
are totally unscientific when it comes to defining their companies overa 
needs and purposes. They violate the first two rules of the scientific method 
—being aware of and defining their companies’ problems, and then develop 
ing testable hypotheses about solving them. They are scientific om\ 1 u 
the convenient things, such as laboratory and piv due. experiments. The 







aeadinqb is marketing .management 








upM| chat t tf 

*~j=£ “;- k - 

cs“ “ ~ • *• -isrus .1 

I do not mean that selling is ignored Far f™ m ;* n I 

not marketing. As already pointed oat sell in e C o nJL But .? eIhn *- *Uia. i 
*"'! tectaiques „f gening people to cichanvo th^LTf“ W " h 

" dl *' "<*• *' marketing invariably does view Til , t 1 Jbo “' 

lT y C?“! ' Ban * di * ov '" 

n< ” Because "there*fci 7"^^^ 1 % °™ " chnolo *'A 
Mm oI their new product, the. L'‘IT?."!?TT" * 

re 1 imarket is. f t 

Product, routinely from SetorTto retVfo^r’™ ctonom y* * OT «« ** 

H » Te been doing, and rh^ f ai i ^ ^ JS fTLZj sound ness of what they 

. see the gathering clouds over the market . 
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101 Product Differentiation and Market 
Segmentation as Alternative 
Marketing Strategies 


WENDELL R. SMITH 

Wiile contemporary economic theory deals with the nature of product differen¬ 
tiation and its effect upon the operation of the total economy, the alternative 
marketing strategies available to planners and merchandisers of products have 

eived less attention. . , 

This article compares and analyzes the alternative strategies of product dif¬ 
ferentiation and market segmentation. The origin of each strategy is traced to 
diversities in supply and in consumer demand. Several reasons for the emer¬ 
gence of the market segmentation strategy are discussed. 


During the decade of the 1930’s, the work of Robinson and Chamberlin 
resulted in a revitalization of economic theory. While classical and 
neoclassical theory provided a useful framework for economic analysis, the 
theories of perfect competition and pure monopoly had oecome inadequate 
as explanations of the contemporary business scene. The theory of perfect 
competition assumes homogeneity among the components of both the demand 
and supply sides of the market, but diversity or heterogeneity had come to be 
the rule rather than the exception. This analysis reviews major marketing 
strategy alternatives that are available to planners and merchandisers of 
products in an environment characterized oy imperfect competition. 


Diversity in Supply 

That there is a lack of homogeneity of close similarity among the items 
offered to the market by individual manufacturers of various prodcuts is 
obvious in any variety store, department store, or shopping center. In many 
cases the impact of this diversity is amplified by advertising and pro¬ 
motional activities. Today’s advertising and promotion tends to emphasize 
appeals to selective rather than primary buying motives and to point out 
the distinctive or differentiating features of the advertiser’s product or 
service offer. 

The presence of differences in the sales offers made by competing suppliers 
produces a diversity in supply that is inconsistent with the assumptions oi 
earlier thory. The reasons for the presence of diversity in specific markets 
are many and include the following: 

_ # p • jp. m f Jk ( # , 1 % 

Source : From Journal of Marketing , national quarterly publication of the 

American Marketing Association, vol. 21, July 1956, pp. 3-8. Wendell R. Smith 
I Alderson and Sessions. 
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1. Variations in the production equipment and methods or on** 
by different manufacturers of products r._ p ocess ««« 





, A . a f -ana metnods or nrrv**c 

^different manufacturers of products designed for the 5* 

Z ° r SUPeri0r reS °“ rCeS eni ° yed by ,aVOrab '!' 1 

1. Unequal progress among competitors in design, develonm. , 
improvement of products. aeveiopmem. * 

4. The inability of manufacturers in some industries to eliminate ^ 
variations even through the application of quality control techniS* 

5. Variations m producers’ estimates of the nature of market demand L 

™ t0 SUCH mattCrS 35 PnCe sensitivit >'’ coIor - material, or pik* 


and uncontrollable 

result, sellers male 


Because of these and other factors, both planned 
differences exist in the products of an industry. As a 
different appeals in support of their marketing efforts. m 

Diversity or Variations in Consumer Demand 

C0 ” dib ° ns , of competition, marketing „ 

or combination of'stllt^cs best suited to" 8 1'■ ° VC, " a " mark " inR ** 

to The Strate ^ se,ected -ay consist of a program desfgne 

of products u hC COnve . rgence . of 'ndividual market demands for a variel 

accomplished h!Tt£ ° T I,m,ted offerin g to the market. This is ofte 

tisinc and V ^ aph,evement of product differentiation through adve 
consumers In this variations in the demands of individu 

appealing nrnd mm,mized or brought into line by means of effective use' 
converge nnnn ♦», C aim j es >S n ed to make a satisfactory volume of deman 

*as once hel ° A , P u UCt ° r P roduct * ine being promoted. This strateg 
zation and „ t0 essent,aI as the marketing counterpart to standard 
imposed hv HUUI P roduct,on in manufacturing because of the rigidifie 

imposed by production cost considerations. 

accenf ^TL^r! howev j r * the marketer may determine that it is better t 
lines and m v . eman ** a mar ket characteristic and to adjust produc 
chandise tn • h * ^ stT ategy accordingly. This implies ability to met 

which a firm's p^duTsTa" 5 ' mphasizin 8 [he P recis '°" 'f 

tinguishable market segments Thl he , rc ‘> u, ; eme "' s of °" e or mor ' d,s 
saves wav tn v ^ strate gy of product differentiation hen 

of market diff^ences'" 8 Pr0gramS based u P° n measurement and definitioi 

customs°^desire °for'^arietv Side may be based u P on f*?* 

basic diffprpnoo • y* °r desire for exclusiveness or may arise fron 

shoppme e rnr •" 1’" nMdS ' 8 "" diw 8*"« in demand is the result « 

PPmg errors m the market. Not all consumers have the desire or the 
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ability to shop in a sufficiently efficient or rational manner as to bring about 
selection of the most needed or most wanted goods or services. 

Diversity on the demand side of the market is nothing new to sales 
management. It has always been accepted as a fact to be dealt with m 
industrial markets where production to order rather than for the marke 
common. Here, however, the loss of precision in the satisfying of customer 
requirements that would be necessitated by attempts to bring about con¬ 
vergence of demand is often impractical and, in some cases, impossible. 
However, even in industrial marketing, the strategy of product differen¬ 
tiation should be considered in cases where products are applicable to 
several industries and may have horizontal markets of substantial size. 


Long-Term Implications 

While contemporary economic theory deals with the nature of product 
differentiation and its effects upon the operation of the total economy, the 
alternative strategies of product differentiation and market segmentation 
have received less attention. Empirical analysis of contemporary marketing 
activity supports the hypothesis that, while pi outlet diiTci w.:tiution jug 
market segmentation are closely related (perhaps even inseparable) con¬ 
cepts, attempts' to distinguish between these approaches may be productive 
of clarity in theory as well as greater precision in the planning of marketing 
operations. Not only do strategies of differentiation and segmentation call 
for differing systems of action at any point in time, but the dynamics of 
markets and marketing underscore the impo tance of varying degrees of 
diversity through time and suggest that the rational selection of marketing 
strategies is a requirement for the achievemen oi maximum functional 

effectiveness in the economy as a whole. 

If a rational selection of strategies is to be made, an integrated approach 
to the minimizing of total costs must take precedence over separate 
approaches to minimization of production costs on the one hand and 
marketing costs on the other. Strategy determination must be regarded as 
an over-all management decision which will influence and require facilitating 
policies affecting both production and marketing activities. 

Di fferen ces Between Strat egies of Differentiation and Segmentation 

Product differentiation and market segmentation are both consistent with 
the framework of imperfect competition. 1 In its simplest terms, product 
differentiation is concerned with the bending of demand to the wil! of 
supply. It is an attempt to shift or to change the slope of the demand curve 
for the marketing offering of an individual supplier. This strategy may also 
be employed by a group of suppliers such as a farm cooperative, the 
members of which have agreed to act together. It results from the desire 

" 1 Imperfect competition assumes lack of uniformity in the size and influence of the 

firms or individuals that comprise the demand or supply sides of a market. 
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to establish a kind of equilibrium in the market by bringing about ^ 

ment of market demand to supply conditions favorable to the seller *4 

/Segmentation is based upon developments on the demand side of 

^market and represents a rational and more precise adjustment of ° (V ^[ < 

: and marketing effort to consumer or user requirements. In the lan°ua * 

the economist, segmentation is disaggregative in its effects and tend 

bring about recognition of several demand schedules where only one 
recognized before. ' * h 

Attention has been drawn to this area of analysis by the increasw 
number of cases in which business problems have become soluble by dofcij 
something about marketing programs and product policies that overgenenS 
both markets and marketing effort. These are situations where "intens 
promotion designed to differentiate the company’s products was not acre 
plishing its objective—cases where failure to recognize the reality of market 
segments was resulting in loss of market position. 

While successful product differentiation will result in giving the marketer 
a horizontal share of a broad and generalized market, equally succe 
application of the strategy of market segmentation tends to produce depth 
of market position in the segments that are effectively defined and pene¬ 
trated. The differentiator seeks to secure a layer of the market cake, whereas 

one who employs market segmentation strives to secure one or more wedge- 
shaped pieces. S'Hi 

Many examples of market segmentation can be cited ; the cigarette and 
automobile industries are well-known illustrations. Similar developments 
exist in greater or lesser degree in almost all product areas. Recent intro¬ 
duction of a refrigerator with no storage compartment for frozen foods was 
in response to the distinguishable preferences of the segment of the refrigera¬ 
tor market made up of home freezer owners whose frozen food storage 
needs had already been met. 

Strategies of segmentation and differentiation may be employed simul¬ 
taneously, but more commonly they are applied in sequence in response to 
changing market conditions. In one sense, segmentation is a momentary or 
s ort term phenomenon in that effective use of this strategy may load to 
more formal recognition of the reality of market segments through redefini¬ 
tion of the segments as individual markets. Redefinition may result in a 
sw ung back 10 differentiation. 

The literature of both economics and marketing abounds in formal defini¬ 
tions o product differentiation. From a strategy viewpoint, product differen- 
tiation is securing a measure of control over the demand for a product by 
vtrtising or promoting differences between a product and the products of 
competing sellers. It is basically the result of sellers’ desires to establish 

and/or to insulate their businesses against price com- 
pe j ion. i erentiation tends to be characterized by heavy use of adver* 

promotion find to result in prices that are somewhat above tht 



product differentiation and market segmentation 


115 


smX homogeneous markets in response to diBering product P^BCoa 
among imp ^“' MUsftctorf'aoir'va'rytag wants. Like 

or°services pmduc^d^oJtTpreTented as meeting their needs with precision. 
Under these circumstances, prices tend to be somewhat closer to pe ea y 
competitive equilibrium. Market segmentation is essentially a merchandisi g 
strategy! merchandising being used here in its technical sense as representing 
the adjustment of market offerings to consumer or user requirements. 

The Ewiev'tieucc of the Se^nientutioti StYGtegjj^ -„ 

- jo a certa lir~extent7~marker~segmentation may be regarded as a force in 

the market that will not be denied. It may result from trial and error in the 
sense that generalized programs of product differentiation may turn out to be 
effective in some segments of the market and ineffective m others. Recog¬ 
nition of, and intelligent response to, such a situation necessarily involves 
|a shift in emphasis. On the other hand, it may develop that products 
involved in marketing programs designed for particular market segments 
may achieve a broader acceptance than originally planned, thus revealing 
a basis for convergence of demand and a more generalized marketing 
approach. The challenge to planning arises from the importance of deter¬ 
mining, preferably in advance, the leve: or degree of segmentation that can 

be exploited with profit. 

There appear to be many reasons why formal recognition of market 
segmentation as a strategy is beginning to emerge. One of the most impor¬ 
tant of these is decrease in the size of the minimum efficient producing 
or manufacturing unit required in some product areas. American industry 
has also established the technical base for product diversity by gaining 
release from some of the rigidities imposed by earlier approaches to mass 
production. Hence, there is less need today for generalization of markets 
in response to the necessity for long production runs of identical items. 

Present emphasis upon the minimizing of marketing costs through self- 
service and similar developments tends to impose a requirement for better 
adjustment of products to consumer demand. 1 le retailing structure, in 
its ettorts to achieve improved efficiency, is providing less and less sales 
push at point of sale. This increases the premium placed by retailers upon 
products that are presold by their producers and are readily recognized by 
> consumers as meeting their requirements as measured by satisfactory rates 
of stock turnover. 
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It has been suggested that the present level of discretio 

power is productive of sharper shopping comparisons, particular^ *!* 

that are above the need level. General prosperity also creatp!- 0 ^ 

willingness “to pay a little more" to get “just what I wanted” 

Attention to market segmentation has also been enhanced bv tk 

ascendancy of product competition to a position of great economic — 

tance. An expanded array of goods and services is competing for Impor * 

sumer-s dollar. More specifically, advancing technology is creatin iZl 

tion between new and traditional materials with reference to metafeT 

struction materials textile products, and in many other areas. While Z 

competition is confusing and difficult to analyze in its early stages it, 

to achieve a kind of balance as various competing m* 

markets of max,mum potential as a result of recognition of differences . 
the requirements of market segments. 

Many companies are reaching the stage in their development where alien- 

growth tS Segmen ; ation ma y be re S ard ed as a condition or cost of 
g wth. Their core markets have aiready been developed on a generalized 

viAldina H he POi Z Where additional advertising and selling expenditures are 
yielding diminishing returns. Attention to smaller or fringe market see- 

ments, which may have small potentials individually but are of crucial 
importance in the aggregate, may be indicated. 

Finally some business firms are beginning to regard an increasing share 
eir o a costs o operation as being fixed in character. The higher costs 

HJES?? market P° sit 'on in the channels of distribution illustrate this 
ange. o a re tance upon a strategy of product differentiation under such 
circums ances is undesirable, since market share available as a result of 
a promotion-oriented approach tends to be variable over time. Much 
may mge, °r example, upon week-to-w'eek audience ratings of the tele- 
*!° n Sh . 0Ws ° f com Petitors who seek to outdifferentiate each other. Exploi- 
f) n ° mar e * : segments, which provides for greater maximization of 
anH °!j user satisfactions, tends to build a more secure market position 
. ea greater over-all stability. While traditionally, high fixed 

1-L.I II l ^ pfttnarily from the production viewpoint) have created 
Pu sures or expanded sale of standardized items through differentiations 

tntai^ SS > e s 1 °f certain marketing costs into the fixed area of the 
total cost structure tends to minimize this pressure. 

CONCLUSION " 

hoth rtrrfn marketing activities requires precise utilization of 

marketing t* ere "d at ‘on and market segmentation as components of 

research mxV* 11 * S f° rtunate that available techniques of market"'" 

oblieatinn nf e f», UnP 3nned market ex ploration largely unnecessary. It is 
8 those responsible for sales and marketing administration 
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, tv., c tr ;tro°v mix in adjustment with market structure at any point in 

ttae nd ,o produce in marke.iug strategy at least as much dynamism as 

i5 nresent in the market. The ability of business to plan in 

H^ndent upon the maintenance of a flow of market information that can 

be^rovided b^v marketing research as well as the full utilisation of available 
techniques of cost accounting and cost analysis. market sea- 

mentation can be carried is largely defined by production cost considera¬ 
tions. There is a limit to which diversity in market offerings can be ca . . 
without driving production costs beyond practical limits S J\ 
employment of product differentiation as a strategy tends to be restricted 
by the achievement of levels of marketing cost that are un ena e. 
cost factors tend to define the limits of the zone within which the employ¬ 
ment of marketing strategies or a strategy mix dictated by the nature of the 

market is permissive. ... 

It should be emphasized that while we have here been concerned with 

the differences between product differentiation and market segmentation as 

marketing strategies, they are closely related concepts in the setting of an 

imperfectly competitive market. The differences have been highlighted in 

the interest of enhancing clarity in theory and precision in practice. The 

emergence of market segmentation as a strategy once again provides evi 

enoe of the consumer’s pre-eminence in the contemporary American 

economy and he richness of the rewards that can result from the applica 

tion of science to marketing problems* 
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Managers contemplating foreign ventures can dele-min« , ho , 

of each through the use of a new analytical approach Pr ° fiUbillty 

of a plan which 1. consis.cn, wi.h 


in fills article 


"Lfinln‘ he m T i! " de a " d Of 

aZZl, ZLT * T* " v *-■ ^cJTJZV. Z 

cun n 7Z ,h " :,S - Witk ,h,S foformation mmagemm 
looseness or tiehtn ' re » ard,n i •'« operating flexibility , a, 

factors Othct It. ° T‘7 m - "' hU * " Norton because tl,m 

Ja,tars affect the ease and profitability of entry 

the 71 a 7 ars *? U ' <aM * mi des,rable ’ " « »<■«««» to deep, 

sZclTL lZ "T e ® 01 " —■* '» — sLva, JS 

ground thn c oust, ■ l 9 venture to select its own battle- 

success /f 1 ! C< ^ y ° th ltS ° peratl "S flexibility and chances fe 

chances and '* \ ^ a J orei ^ n will have to anticipate future 

predated cont "*#”<™' ** magndude and tuning of which can be 

taken inti c ^ St l *ff t ^ e cut teal industry conditions that must be 
taken into account. Five elements are especially important: 

nr^yfit h C j tS m fi nancia l c l 2ar ges can cause wide variations in 
Profitability, even within tin pome industry. 

i -rif? ll] in S requirements have to be watched carefully 

cularln^ 1 rtUn f e i°f s l tecta ^ lzatlon and concentration are parti- 
eularty crucial elements. 

■>. Product policy requires a great deal of flexibility. 
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analyzing foreign opportunities 

Distribution obstacles or opportunities have to be 
detail and on a coimtry-by-country basis. 
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The importance of international comparisons of operating margins 
needs to be stressed. Operating margin analysis helps in avoiding the 
inherent dangers of making false analogies by transferring «*&«** 
reasoning from one country to another. Most significantly, it 
allows construction of an analytical grid comparing the various foreign 

opportunities with those at home. 

By way of conclusion we shall focus on the need for consistency m 
planning in foreign ventures, both in terms of immediate and ultimate 
goals and of the parent company’s capabilities and willingness. 


Cj- te of the most significant business trends of oui time is the entrj of 
many United States manufacturing companies into foreign markets. How 
should the managements of these companies size up their opportunities 
abroad? The approach commonly followed is to analyze present market 
potentials and assess the prospects of future growth. On the face of it, this 
approach may seem rational—and certainly it provides part of the data top 
executives need. By itself, however, it is inadequate. As a basis for decision 
making it may even lead to more wrong answers 'han right ones. Here are 

just a few illustrations to make our point: 


The European market for an important line of electronics systems was 
growing rapidly, and firms participating in this market were enjoying large 
profits. A U.S. company contemplating entry into this business possessed 
the skills and resources necessary to gain a competitive market position. 
At first glance, the company’s prospects for doing well looked excellent 

according to conventional criteria. 

Yet closer examination showed that high levels of demand relieved firms 
of the need to offer a considerable amount of customer service and special 
systems work normally required in more competitive situations. Given the 
absence of these sales expenses, profit margins were not as high as one 
would expect in this industry. Also, product shortages greatly reduced the 
levels of finished goods and work-in-process inventories, thus requiring less 
debt and equity capital. Profitability in this business could therefore be 
expected to decline rapidly as maturing conditions imposed increased sales 
expenses and capital requirements. 

In the late 1950’s in Europe, a capacity shortage prevailed in an impor¬ 
tant plastic. In addition, consumption appeared to be increasing at over 
20% per year, and prices were very high relative to entry expenses and plant 
investments. Most firms felt that the problems of raw material supply and 
) “coproduct” disposal, which are normal to a chemical business, were sur¬ 
mountable in that the huge demand and high prices for the plastic relieved 
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management of having to secure either the most economical * 

materials or the most appropriate distribution for the coprod ? e ° f ** 

quently the requirements for entry appeared less forbidding ^ 
other chemical product areas. ^ 31 ^ mos^ 

It was not surprising, therefore, that the field was entered bv almn, 
candidate capable of doing so, and that capacity mushroomed 

ye. capita, investment was very high; with a ££?£ * 

a ready available in the United States, and with low £Zen 
dumping by U.S. producers occurred on a large scale ToH P u 8s ' 
pounded effect of dumping by American producers and of laree day* 
to capacity ,n Europe has collapsed prices to such an extent that a T' 

ssa win « bej: 

tion revealed that h P j P e from two major producers. Investiga- 

rLukinfin J P ’ *"** adlieving higher scales of Production 

Profits 8 while V h . OVVer . costs ' Th,s enabled them to enjoy considerable 

extend the^ m l? ^ Their ,0W P rices e™ enabled then, to 

or extravaga n r ^ thei> pr ° duCtS a PP eared overengineered 

their ai . t,10Ugh stid holding the major market share, were making 

ring losses n fh y SP f 13 itemS Which Were j ob * sh oP runs, while incur- 
for 8 entrv hi d fUT standard offerings. There was clearly an opportunity 

Baders and y u 3 Pr ° dUCt P ° lic ^ similar *> that of the industry 

However thi ,S in ®g t e necessary production and distribution system. 

market analysis*^ ' V ° uld not have been suggested by a conventional 

industrv nn man ^ rmS . enfered the rapidly growing British refrigerator 
prevail^ « V*" 3 l SC3 6 ' At that time * ^P 10 ^ high profitability conditions 
resale nrir" e . refngerator business along with a considerable amount of 
the leaders q- en 3 nc e- Plants of small scale were common, even among 

new entra t * f"’ ovvever ’ imports, over-capacity arising from other 

tenance W l consumer demand, and a break in price main- 

casters i.sin brought P r,ces down considerably. This trend eluded fore¬ 
casters using the standard tools. 

should an ’ I J nana ^ em *' r d s investigation of foreign business opportunity a 

op^umtiesTf 1U t gmentS ° f market gr0Wth ^ it is to recognize * 
spot danperm ^ become obvious to the world at large, and is 

Special reLn SI * uat,ons befor e investments are unwisely committe 

tional analysis 6 of' 3 finandaI ’ economic - and 

P ng companies as well as on the technical ar 





analyzing foreign opportunities 

economic development of the field itself. We call this 
evaluation opportunity analysts. 
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PURPOSES AND USES 

Rimtunity analysis provides data and ways of looking at data that help 
Sons “pecifically, opportunity analysis helps executives to recogn.ze: 

1 The limits within which a firm must operate abroad and plan its 
toreim strategy —These quantitative limits are essential gu.deposts m 
defining the tightness or looseness of competition, which is the principal 
criterion of whether there is a margin (a) for the expense of getting a busi¬ 
ness started and of sustaining the running expenses, and (Zu for profits. 

To recognize and analyze these limits for any given industry is especially 
important in international operations for two reasons. First, the limits often 
differ markedly among countries. Failing to appreciate this, companies 
often look at Europe or another region “as a whole’ and thereby draw fa se 
analogies. Secondly, these limits change over time. Management often 
ignores such changes, particularly when planning foreign ventures under 
currently prevailing high profitability conditions. In many European indus¬ 
tries, tighter competitive conditions appear inevitable, in fact, this change 
has already occurred for some products and has caught several producers 
off guard. Opportunity analysis assists in determining when and to what 

extent the limits are likely to change. 

2. The means of competition in a foreign country— Only by analyzing how 

local participants compete is it possible to determine how a foreign entrant 
can most successfully participate regardless of whether or not he produces 
locally or exports. Opportunity analysis ensures identification and evalua¬ 
tion of alternatives and avenues which may lead to success. Even within the 
same industry, competitive methods vary significantly among countries. 
Therefore, the recognition of their impact on capacity planning, pricing policy, 
distribution strategy, financial planning, and so on, is vital before clear entry 
and participation requirements for a foreign venture can be formulated. 

3. The critical elements of the industry —We use the phrase “critical ele¬ 
ments” to refer to important factors in operations that vary, not only from 
industry to industry, but also within the same industry trom country to 
country. For example, variations in depreciation policies, working-capital 
requirements, utilization of debt, capacity building, operating control, inven¬ 
tory control, product policy, and distribution requirements may be significant. 

Opportunity analysis is a valuable tool in appraising the foreign venHires 
jfe of both established companies and newcomers. It helps the established firm 
reappraise its operations and judge the merits of expansion or diversification 
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opportunities, and it serves the firm seeking foreign entry for the first e 
whether by way of a foreign distributor, licensee, manufacturing part J 
suitable acquisition, or an entirely new operation. Opportunity analysis aid! 
not only in judging the value of the products or technology one has to off* 
tthus possibly increasing one’s bargaining power in negotiation with potential 
fore i associate but also in judging the competitive standing of potential 
associates and evaluating the capabilities of foreign competitors. It is, further¬ 
more. of value to security analysts and underwriters in appraising foreign 
industry conditions as well as the relative strengths of competing particip.i 
Actually, opportunity analysis would be worth following here in the United 
States if businessmen were more dependent on formal analysis. At home, 
however, they can blend investigations, analysis, and judgment with an acute! 
fine. and. at times, intuitive sense—often the result of many years of expet 

ence. Abroad, the American businessman is without this guide; considerable 
and v (US analysis, therefore, must take its place. 


* 




Coping With Change 

Opportunity analysis is most vital in industrialized areas (a) if economic 
and competitive conditions are expected to change markedly, and (h) if these I 
changes are likely to occur very quickly. Both the amount and the rapidity I 
of economic change magnify the danger of missing opportunities and making Jt 

unsound investments. This is the situation in European industry today for 

the following reasons: .. ^ 


Extraordinary growth rates (often as high as 30 per year) enable 
large-scale production in several consumer and industrial sectors, thus 
reducing manufacturing costs significantly. Firms lagging behind in market 
share may find themselves priced out of the market. 

High growth rates severely tax a firm’s financial ability. Yet if it fails 
to concentrate its resources on keeping up with the growth requirements of 
its industry, it may sacrifice its future profitability. 

Financial burdens will be augmented by the merging of hitherto separate 
national markets. Until now, industries in each nation have usually been 
dominated by that nation s own companies, and the narrowness of national 
markets has frequently limited participation to very few firms. But in the 
ears ahead economic unification will greatly widen the market size while 
simultaneous 1 }’ exposing predominantly national companies to competition 

from their foreign neighbors. The impact will be felt both in production and 

in marketing. For example: 


The European chemical industry has hitherto constructed its productive 
capacity in relatively small steps fin contrast to the large capacity additions 
common in the U.S. chemical industry). A major reason for this difference 
is that in Europe, with participation in each country limited to a few firms, 
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• tr n f forfeiture of opportunity by not engaging m a capacity rate » 
lhC teen too great. This risk, however, wiU become more acute after e 

merging of atonal . : n «-tabilitv seems all too evident from 

used capacity, and aggravate price instub.-t> 


un 




^Tte uskTdislodging national companies from their dominant marketing 
nf^'ions (which is particnlarly difficult because of structural distribution 
Terences and varying national characteristics) may impose even more 
vte financial burdens on outsiders. We have already noted that under 
h.gh growth rates it is a maior achievement, ihis strain will be great y 
compounded if a rapid exploration of continental opportunities requires a 

firm to multiply its position in as many markets as tim* f - ■ 

f lC r the magnitude of such a task appears to exceed the Mtan.ul and 

management resources of a great many European firms. 

The need for large-scale plants, the search for low-cos' production sites, 

and the difficulty of breaking into national distribution structures may lead 
to a considerable number of mergers and acquisitions, thus creating truly 
continental firms. As a result, companies which continue to limit their 
activities to their own national market may find themselves t a cost dis¬ 
advantage. Their local distribution stiengh will have to be immense to with¬ 
stand price competition by foreign entrants. However, these higlw pro¬ 
ducers may find themselves becoming desirable objects of acquisition by 
more efficient outside concerns seeking dis'ribution outlets. 

fkcau>e of differences in product concentration, market sizes, vertical 
integration, and so on, considerable variations in the cost of materials and 

parts prevail from country to country. Thus: 

The French washing machine industry pays a highs; price for its com¬ 
ponents than does the italian washing machine industry, which in turn pays 
more than the German and British industries do. 



British and French refrigerator manut i.turers as a whole pay high prices 
i ! th ■ i ■, "• . ! h 'v bec.mse t > MB fli , h , ‘ ! " m ^- c , * u ‘" " v ' n 

compressors in small volumes instead of purchasing the very low-cost units 

made in Denmark and taly. 

The French cathode ray tubes are more expensive than elsewhere because 
i 1 the lack of price competition among the two big domestic ptiiducers, both 
of whom have important captive television manufacturing outlets. 

These differences, which have hitherto been buttressed by national tariffs, 
r and to disappear with the progressive reduction of tariff barriers, for 
purchasers will be able to select the lowest cost suppliers more freely. 

I he application of technology h is been accelerated by international 
interchange. Thus, a receiving country may go through a technological 
evolution in five years which took twenty or so years in the country which 
pioneered in the development. The compression of a long history of U.S. 
nological change into a short time period in Europe stimulates the 
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already rapid economic growth but also compounds it by creating consider 
able flux in the product lines of many companies and markets. 

Ill-Conceived Ventures 

The conditions of change just described allow sizable profits to nnJ l 
corporations today. However, at the same time they invite many new 
entrants. The additions to capacity may create surpluses of major propor¬ 
tions which, coupled with the coming adjustments required to survive in 
large unified markets, spell a tightening of competitive conditions. Indeed 

I 

the danger signals are already apparent in two of Europe’s most dynamic 
industries—plastics and domestic appliances. 

Many a participant will be incapable of withstanding the impact of the 
new competition. Unfortunately, this does not seem to be appreciated. 
Current profitable conditions hide crucia 1 weaknesses; they invite com- 
p'acency in that, because ventures are still so profitable, managements are 
not disposed to take steps to ensure their future. Conventional methods of 
analysis do not sufficiently focus on the danger signals or spot the real 
opportunities. 

Errors in judgment are aggravated by the currently fashionable trend to 
establish operations in Europe. Often a businessman sees a market for his 
product and is impressed by its growth rate. However, he is pressed for 
time as he hears competition announcing new ventures; and since he feels 
he cannot afford to wait, he directs that an arrangement be made right 
away. Perhaps the contemplated operation is not the best one, but he hopes 
this can be adjusted afterwards; the important thing, it seems to him, is to 
be in the market on time. 1 fe typically assesses the profitability of his con¬ 
templated operation by making cost analogies with his existing American 
operation, allowing for European plant scales and labor rates. The differ¬ 
ence between his cost forecast and prevailing price levels usually appears 
to justify the investment. 

Our businessman will, to be sure, ask whether this difference can be 
maintained in years to come. He expects his future costs to decline witli 
increasing scale of operations. As for future prices, a look at the industry 
price trend seems to provide him with as good a guess as any. By using 
this highly respectable approach, he concludes, in most cases, that his costs 
will decline faster than the industry price trend. The resultant ever- 

expanding profit margin (how common a phenomenon in company f " ■ 

casts!) augurs very healthy black figures for the years ahead. Such 

unrealistic optimism is the cause of many ill-conceived foreign ventures. 

A i the other extreme, and equally dangerous for sound international 

business planning, some managements are inclined to exaggerate foreign 
difficulties and dangers, especially by ascribing inordinately severe pri$®j 
declines to the economic integration process. Opportunity analysis, by 
identifying and quantifying the crucial competitive conditions abroad, en i . 
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and segregating the additional activities of the other participants as seoa 
“businesses”. rae 


The operating margin concept is also helpful because it keeps management 
from placing excessive emphasis on the accounting statements of estab 
lished firms. Accounting principles leave companies great flexibility, especi¬ 
ally in allocating expenses, even in the United States, thus making “true” 
profit a rather elastic notion. The correct profit figure becomes even more 
elusive in foreign countries with their different accounting practices, tax 
laws, disclosure regulations, and so on. 


In short, the operating margin as we conceive it is an essential and highly 
exact element in corporate planning. It is highly exact because its two base 
points always remain unobscured and untouched by either accounting con¬ 
vention or company practices. Both the selling price and the cost of 
materials purchased can be determined objectively. In most cases they are 
common knowledge. If not, they can be readily determined either through 

trade channels o with the help of an engineer familiar with the product 
requirements. 


Treatment of Costs 

The operating margin becomes particularly useful when its two totally 
different components, involuntary costs and discretionary expenses, are 
analyzed. Exhibit 1 indicates how the operating margin and its components 
can be obtained. 

Involuntary expenses arise from the nature of the firm’s business, its scale 
i ac uring, the types of processes used, and the degree of product 

specialization or standardization that has been achieved. They consist 
ma rly of minimum manufacturing costs; they cannot be eliminated unless 
• n ' ;n ~uts production. Therefore, they have to be incurred by everyone in 
the industry. Their level can be recognized by an engineer who is experienced 
in !he product line and manufacturing processes, lie also can develop, through 
careful product appraisal, a schedule of costs for various volumes of produc¬ 
tion and various manufacturing methods. Thus, relative changes in involun- 

f ny costs result ng ;rom volume increases can be predicted with reasonable 
accuracy. ■ m S| 

‘ 1 : 1 untary expenses normally constitute the difference between cost 

of goods sold and cost o! materials purchased, there are exceptions. Foi 
example: 


Tooling expenses, tuough usually included in the cost of goods sold, are 
really discretionary expenses. 

Munulactiu ing costs which are not absolutely necessary but which may 
add desirable features to the product line are also discretionary expenses, 
even though included by accountants in the costs of goods sold. 

Discretionary expenses allow a foreign venture to fulfill its marketing and 
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, irmmpnt obiectives Within the framework of competitive conditions, a 
;; el in determining which and 

‘ p man-ioements put their discretionary money to different uses. One 
firm may wish° to make large profits for distribution to the stockholdersi« 
for retention to finance further expansion or diversification. Anot 
mav direct discretionary expenses toward product development, upgra ing 
quality, and tooling arising from frequent model 

dilution outlets, creating brand loyalty, improving servrce to customers, 
an j so forth. Still another firm may surrender discretionary money to le uce 


Discretionary expenses are the lifeblood of a business. They often qualify 
as true economic investments and should be considered as such even though 
they are entered into accounting statements as expenses and not as asse s. 
In terms of a company’s long-term competitive strength, money investe 1 in 
buildin° up the distribution position or in creating product differentia ion 
may be" no less important than money invested in fixed plant and machinery. 
During periods of rapid growth, management often emphasizes increases in 
I productive capacity while ignoring discretionary expenses of an investment 

i nature. With the maturity of the industry, however, the emphasis usually 

shifts from the “capacity to make” to the “ability to sell, thus penalizing 
A companies which in earlier years ignored discretionary expenses for marketing. 

Because discretionary expenses of an investment nature in a firm s income 
statement (in contrast to fixed-asset investment) reduce current profits sub 
stantially, a careful analysis of these costs is needed if low profits (or even 
accounting losses) in growth industries are to be interpieted correctly. 

I Actually, profits are considered to be part ot ; m - ■■■ ai 

in our analysis. This is because profit levels are so highly dependent on 
types and amounts of other discretionary costs which management needs 
or wants to incur. In act, retained profits to be used for further expansion 
are quite similar to discretionary expenses of an investment nature. On 
S the other hand, rigid profit levels imposed by the need to maintain or in¬ 
crease dividends may reduce other discretionary uses of the money, possibly 
[ with perilous consequences. 
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F iH-§rT t. Determining the operating margin 
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Kotb : The method of determining an operating margin and its compoimfe 
combines financial analysis with a variety of other sources. By using several ha* 
W>nl* sftjch as price lists, quotations of materials cost, information obtained by 
tjKing to men in the trade, and produc ? appraisals by an experienced engineer, a 
iurprisingly accurate picture can be obtained. 


APPRAISING COMPETITION 


Ordinarily. management wants to be sure that a new venture wi'i genenite 
adequate resources for growth and be able to sustain itself for a period of 
w* The enterprise must, therefore, be able to live within the prices 
imposed by competition and stil! generate a sufficiently wide operating 
margin to achieve growth. For this reason, in determining entry and parti¬ 
cipation requirements of a foreign venture it is vita! to analyze its position 
relative to the industry leaders. By considering the involuntary costs and 
discretionary expenses of the leaders, management can predict future price 
trends. Turning then to the new venture, it can assess its relative capacity 
to compete and estimate its ability to pay for the necessary discretionary 
expenses ©I an inves f ment nature that will be needed to achieve a viable 
position in the industry. 

Analysis of involuntary and discretionary expenses thus enables a hrrr 
to plan fot possible contingencies by estimating the extent to which jndus fr y 
leaders may ibe able to lower prices. These reductions wi:| primarily hinge 
f nf their involuntary costs: and f b), as an industry move^ 

to in iturity. the extent to which achievement of product and marketing 
<*bj©ctives allows the leaders to lower their discretionary expenses. Even 
though industry' leaders will not in all cases exploit these advantages fully, 
it is ne^essiry in planning a foreign venture to determine whether it will be 
able to survive under the most adverse eventuality. 
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Lowering aw*"*** r J?*L aracteris tic of so many in Europe today, volume 
In a dvnamic industry, t opr scales of produc- 

ijofredu" “a“' cosls,' St «T t0 loWer ^ 

A "Here is a case in point: 

In France the largest firms in the refrigerator industry make 150 000 units 

to operate more profitably within a margin of only about 35%. A 
manufacturer in Germany making only 150,000 refrigerators a year would 
dearll be the vicUm of a price-cost squeeze; indeed, precisely this condi¬ 
tion led to the recent withdrawal of a major German electrical manufacturer 

and of one of the largest U.S. firms. 

The extent as well as the timing of price reductions can be fairly accurately 
predicted by analyzing the leader’s involuntary costs and by establishing a 
schedule of his costs for various increases in volume that can e an icipa 
with market growth. Price declines will often depend not only on increases 
in the scale of manufacture of a single product, but also on increased produc¬ 
tion volumes of similar products. In such cases an appraisal should encom- 

pas those products as well as the one of main concern. 

When these assessments of future price declines, and hence of lower 
operating margins, are in hand, management is likely to have some interest¬ 
ing questions of strategy to consider. For one thing, a manufacturer con- 
mplating entry into a business in a less mature stage of development must 
anticipate the conditions under which he could be the victim of a price- 
cost squeeze. This contingency will occur if prices drop faster than a 
company’s ability to lower costs, which could happen it the industry leaders 

jgpoff festal th,m ,in\i>ne else Should a piicc-co .i squeeze develop, manage 

ment may have t incur losses and match the price reductions in order to 
maintain its relative market share. Otherwise, it may not achieve sales 
levels which justify increasing its plant scale, to the point where this would 
uitim.itelv bring the venture’s costs in line with the costs of industry leaders. 

If no such sacrifice is made, the decline in sales volume will result in even 
higher involuntarv costs. These in turn will reduce the mat gin available 
>r discretionary expenses and will push management into a vicious circle 
erf still further concessions in the market. The venture will soon have to 
surrender its growth objectives. Next it will have to abandon its market¬ 
ing objectives and from that point on the downward cycle will be repeated, 
culminating in the loss of the business. 

It is therefore essential to establish entry goals, such as market-share 
btyecti % and to decide what production and sales efforts are necessary 
to achieve them. This will help to ensure that the venture will generate 
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adequate resources at least to sustain its position relative to the i 
leaders. ft L : Mi i i ' , : 



Cuts m Discretionary Expenses j£[ 

During rapid growth periods, companies are likely to make sulvtir 
retionary expenses at an investment nature—ef. utiays to 
the product, to strengthen distribution, and to finance expansion. A rs 
growth slackens or as objectives are achieved, however, fewer discretion* 
expenses of this type will be required, thus freeing the money for pi 
reductions The magnitude of this drop can also be predicted thrca 
operating margin analysis, although it is more difficult to foresee its timr. 

High discretionarj margins are also vulnerable when competitors lex r 
their proht margins or undertake less expensive marketing methods 
resort to price cutting in order to gain a larger market share. Anohsis d 
discretionary expenses will reveal the magnitude of such potential pat 
reductions. :■ x- | 

Dur ng periods of substantial excess capacity, the temptation may develop 
to make s<iles so Song as this will cover out-of-pocket costs, resulting ir 
a major price break. Such conditions, however, cannot last indefinitely. A* 
demand catches up with capacity, prices will usually return to a level n 
which the most efficient industry leaders can still make a reasonable fetun 
on their investment. 


Conditions of Eriry . i ■ $ II 

Often overlooked is the fact that a high rate of growth does not necessirUy 
make for profitable business opportunities. Indeed, dramatic foreign growt: 
rate . have often obscured the dangers of low profitability and the difficult 
of entry. What is more, even conditions of high profitability may obscai 
formidable obstacles to foreign entry. 

A look at the operating margin provides a first indication. A compel 
experienced in its industry, and thus knowing how much it requires ‘j 
manufacture, pay tor research, sell, and so forth, is able to judge fa::rb 
easily whether the operating margin in a foreign industry is either “narrow 
or wide . Sucrt an evaluation is often facilitated—as will be explain * 1 
later in this article—by using an analytical grid which compares operate 
margins of the same industry in different countries. 

A wide operating margin indicates that a new venture can incur M 
leve.s of involuntary and discretionary costs. As would be expected, 
margin tends to be wide when: 

Even the industry leaders have a comparatively low scale o! output. 

The industry leaders nave high discretionary expenses or cash requir 

ments for marketing, product development, construction of new capacity) < 
diversification pro-grams 
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Tr,, re is insufficient competition. . . , - fi tc 

Sr industry leaders have priced their products to maxim,ze their profits 
evln though this induces smaller competitors to use minor price reduction 

as a competitive weapon in furthering sales. 

ih. jh e leaders are inefficient manufacturers or marketers. 

Narrow operating margins, on the other hand, reduce ^ ^ 

bilitv and are significant hurdles for foreign entry, regardless of whe « 
-tight” or “loose" competitive conditions prevail. A tight industry will be 

characterized by relatively low profits for the mdustiy ea er, " . 

competitive conditions permit satisfactory profits to both leaders and 
followers. It is important to recognize, however, that both loose and ig^ 
conditions are possible under a wide as well as under a narrow operating 

margin. 


Combinations of Conditions 

(DA narrou' operating margin in an industry usually results in tight con¬ 
ditions, allowing only few discretionary expenses (including profits) after 
involuntary costs have been incurred. To illustrate: 


The German refrigerator industry has margins only 30 ,, to 40% above 
materials costs. Two giant firms are dominating the field. The product 
:mes of both firms consist of stripped-down models. Manufacturers engage 
in little merchandising, maintain minimal sales forces, offer only limited 
service, and allow low' distribution discounts based on the quantity shipped. 
The overriding emphasis is on price, effectively forestalling entry by new¬ 
comers and threatening the profitability of small followers. 


(2) Narrow operating margins also 
For instance: 


permit loose competitive conditions. 


The German radio and television industry operated in 1959 within a narrow 
operating margin, but because of plants of large scale most participants 
experienced generous profits. In spite of this high profitability, the narrow 
.margin imposed formidable entry goals for a new venture in terms of produc¬ 
tion volume and of market-share objectives. Last year, the industry moved 
I tight competitive conditions as participants used part of their discretionary 
profit money to cut prices. 



(*> An industry enjoying a wide operating margin may nevertheless 
experience fierce competition, resulting in tight conditions. Given the 
levels of involuntary costs as well as the discretionary expenses required to 
compete effectively, profitability may be low. To illustrate again: 

The French refrigerator industry is, in spite of its higher operating 
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margin, almost as competitive as its German counterpart. The different 
in margin is almost entirely absorbed by higher involuntary costs (due to 
smaller plant scales) and higher discretionary expenses (in view of limited 
distribution channels). One large firm selling stripped-down products at a 
low price (mucli as German firms are doing) is competing with other firm.; 
selling better made models at a premium through their own captive distribu¬ 
tion channels and engaging heavily in retail promotions. 


(4) On the other hand, in ffurope there are still many industries with 
wide operating margins and loose competitive conditions—what might be i 
called immature industries—in which entry is not only relatively easy to 
achieve but may also prove highly profitable. However, timing is most 
important because an immature, loose industry may rapidly move to highly 
competitive, tight conditions. For example: 

In 1960 the washing machine industry in both Britain and Germany 
experienced wide operating margins under loose competitive conditions. 
Each market was dominated by one large company which had achieved 
maximum economies of scale in production. However, in both cases the 
leading company was not seriously challenged; and, therefore, it was able 
to maintain relatively high price levels. Because of low involuntary costs 
the leader in each market clearly was able to retaliate quickly and effectively 
against challengers, thus changing the competitive conditions from loose 
to tight. 

n sum, experience shows that opportunities and difficulties in entering 
a foreign industry are more a function of the magnitude of the operating 
margin than of the profitability of industry members. A wide operating 
margin can provide a better opportunity for entry than a narrow operating 
margin whether the industry leaders are profitable or not. For instance, 
the French refrigerator industry, despite its lack of profitability, probably 
provided an easier ..entry opportunity than did the German television in¬ 
dustry. On the other hand, a profitable industry with narrow operating 
margins may be very difficult to enter. These combinations of condition! 
and their implications are summarized in Exhibit II. 
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Exhibit ii. Analyzing the conditions of entry 


INDUSTRY OPERATING 
MARGIN DEFINES 
A FOREIGN VENTURES 
OPERATING FLEXIBILITY 


narrow 



INVOLUNTARY COSTS PLUS 
DISCRETIONARY EXPENSES OF INDUSTRY 
LEADERS SHOW STATE OF 
COMPETITIVE CONDITIONS 


USE OF ALL THESE 
CRITERIA INDICATES 
ENTRY CONDITIONS 





TIGHT 


(LOW PROFITS) 



LOOSE 

(LARGE PROFITS) 



(MATURE INDUSTRY) 



TIGHT 

(LOW PROFITS) 






LOOSE 
(LARGE PROFlTSi 


l 




(IMMATURE INDUSTRY) 


COLOR-KEYED TO EXHIBIT I 
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'hoosing a Battleground , . ... , m . _ t 

The most important condition of entry is that the company s initial market- 

ig objectives create discretionary margins which are large enough to sustain 

ts growth objectives. Recognizing the importance of maintaining the yen 

ure’s position relative to industry leaders, management may see t a 1 is 

lot sufficient merely to match their discretionary expenses; it may be 

lecessary to exceed the other firms’ expenses substantially. For example, 

f there is a shortage of distribution channels, the capture of which is critical 

:o achieve success, management may have to spend more than competitors 

3n the product lines, services, or promotion needed to secure these channels. 

However, the wisest strategy may be to undertake efforts that do not 
duplicate the programs of industry leaders. The chances to achieve success 
are often enhanced if management selects its own battleground instead o 
imitating what the established firms are doing. If so, the important thing 
still is to make sure that the new approach is consistent with the discre- 

tionary margin it will provide. 

One area where a new venture may have considerably more flexibility 
than industry leaders is pricing. Often, industry leaders wish to maxi¬ 
mize their profits by holding the line on prices. 1 his will often be done 
at a price level that gives considerable discretion even to followers with 
higher involuntary costs. As a result they can use small price decreases as 
a competitive weapon to increase their market share and thereby their total 
profits. !n the end, their constant nibbling at the leader’s position results 
in a loss of his market share. i 7 or example: 
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“r»ian” nr design that is often beyond correction later 

® turn in an j£. MasBy conditions deserve parti- 

on by managers in trouble spois. 

cular attention. 


Impact of Financial Charge remarkab ly among countries because of 

major differences in (1) depreciation policy, (2) working capi 4 
and (3) utilization of debt leverage. observed that three com- 

A I' one Trte O^S^To£ fn France, and the other in Germany, 
r,e operating under 

cash per dollar or gross P 1 * > 3 T , rf . n c nns for this unusual 

dSant are" The foiling points are especiaily 

noteworthy: 

In France, and particularly in Germany, rapid depreciation provrsions 
provide growth industries with sizable tax-free funds for reinvestment. 

P l„ Germany, product shortages enable manufacturers to operate with 
almost no finished-goods inventories, thus cutting down the working-capita 

'TEanc, banks lend as much on reputation as on financial analysis 
resulting in considerably higher debt-equity ratios than banks would perm, 
in the United States. Consequently, companies in France with a high capital 
turnover and a good “reputation” benefit from a degree of leverage which is 

unusual by our standards in the United States. 

The utilization of debt leverage hinges partly on the availability of invest¬ 
ment opportunities, which in turn depends on the relative maturity of an 

industry. For example: 


In the United States during the early 1950’s, the cash generated per dollar 
of gross investment was significantly higher for producers of finished chemi¬ 
cals than for the basic chemical companies. Nevertheless, companies in both 
of the chemical business were earning approximately the same return 
on their equity, because basic chemical companies were able to offset their 

disadvantage through greater debt leverage. 

Recently, the basic producers have experienced a decrease in profitability. 

However, this is caused less by a decrease in the cash generated per dollar 
of gross investment than by the fact that the industry s financial resources 
available for investment have increased faster than have the available invest¬ 
ment Opportunities, which in turn has reduced the need for debt and thus 
cut down the use of leverage. EXHIBIT tv illustrates this experience for two 
representative U.S. companies. 
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ExHIBfT m. How VARIATIONS in financial CONDITIONS INFLUENCE return on Invej 
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Burden of Overcapacity 

Differences in requirement r, to when and how* much capacity has to be 

constructed are vital. To illustrate, compare the household appliance indus¬ 
try with the chemical industry: 
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In the household appliance industry, 

vestment is very high, while profit margins a turnover requ ires 

element makes low costs imperative, while the high capital turnover q 

es-TS ms 

are vital to mass-production economics, but if constructed 
the time that demand materializes, the resulting drain o P 

I disastrous. 


In spite of these basic truths, several household appliance companies 
Europe have succumbed to the temptation of building—far m excess 
market share-huge modern plants which they felt were vital m then VP 

of mass-production i n ^ it I ^ ^ 0 

perhaps, by the fact that overcapacity is common at home—seen 

lost sight of the heavy burden which surplus capacity imposes if compcti- 


Exhibit iv. Impact of debt leverage on profitability 




.ft«... 

m<: c o^ •• -W- 


HNISHED CHEMICAL PRODUCER 
BASIC CHEMICAL PRODUCER 


*GROSS INVESTMENT-DEBT + DC PRECIATION+EQUITY 

X 



tors are operating at near capacity and setting their prices on that basis. 
Their large, not fully utilized, plants in Europe have constituted a severe 
drain on profits and have become especially burdensome when financed by 
bank debt, as the experience described in Exhibit v demonstrates. 

The profitability conditions of the chemical industry are very different. 
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The emphasis is on process economies and chemical routes with ancill ' 
problems of location, raw materials supply, plant scale, and outlets to the 
market for several coproducts. New processes, based perhaps on n f 
material and having different scale economies, may change the competitive 
position of a particular project markedly, as may new developments in th 
market. The industry thus experiences a high degree of flux and change 

With most chemicals requiring a large investment in plant for each , 
dollar, high profit margins are necessary to justify the investment. Usually 
price levels decline with time, while costs mostly depend on scale of opera! 
tions. Hence, there is a considerable premium on “getting in early" on 
a new development when profits are large. Early starters, if they succeed 
in maintaining their initial market position in subsequent periods of maturity 
for the field, will also be enjoying the cost advantages of large plant scale 
supported by market leadership. Thus, “thinking early" and "thinking big" 
are both necessary ingredients in a successful chemical venture. 

Specialization & Concentration 

Another critical factor to watch is the need for specialization and concen¬ 
tration rather than diversification. Not always are the former important, 
bu; in industries where they are crucial, a great deal may hinge on top 
management’s sensitivity to them. As illustrations we can again look at 
the chemical and household appliance industry : 

Thinking big in the chemical industry requires a certain concentration of 
investment funds. Concentration, however, necessitates a high degree of 
confidence. Lack of sufficient confidence may lead to several small projects 
to hedge against the failure of any one project. This is undesirable because, 
while hedging in small ventures to spread risks may ensure survival, it does 
so only at a subsistence level; it is the bold large-scale operation that makes 
the money in this industry. 

At die same time, specialization and concentration are complicate!' by 
what might be called structural requirements. Entry usually is not possible 
without he satisfaction of a wide range of such conditions as having a 
low-cost and secure source of raw materials and marketing or disposition 
arrangements for the several coproducts which are simultaneously manu¬ 
factured in a variety of chemical processes. Also, a successful marketing 
program may require several complementary products, thus further 
extending the scope of a chemical operation abroad. It is inability to satisfy 
these structural requirements completely which inhibits foreign entry by 
chemical companies in a major way. Thus, even large American chemical 
firms have experienced major difficulties in entering the European market 

Specialization in the household appliance business is crucial for different 
reasons. Because of its narrow margin, price and cost control must b 
very tight, with the result that top management must place a great deal 
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CC taPaTITY AND DEBT CHARGES ON PROFITS 

Exhibit v. Impact of excess capacity a 
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of reliance on the ability of the manager in immediate charge of o 

tions. However, price concessions will always be required to move 

tories that inevitably pile up because even the best forecasting cannot 

anticipate all variations in consumer demand. Hence, considerable atte 

tion must be given to systems which keep inventories low as well as?- 

the skill of merchandising. The latter, in fact, can be defined in the anniu 

ance industry as the ability to move inventories with the minimum con¬ 
cession in price. 

Therefore, the type of management necessary is one that combines 
promotional skill with a fine sense of control. Close familiarity with til' 
appliance business has shown that management will work best when both 
these qualities can be found in one man. And because so much sensitivity 
is required in the merchandising job, it is best performed when only one j 

major product is handled. Consequently, there are convincing arguments 
for specialization in the appliance business. 

Product Policy 

Different income levels in foreign countries often demand different 
product lines from those offered in the United States. 1 Nevertheless, the 
major European operations of some U.S. firms are exclusively devoted to 
manufacturing the U.S. product. Because of size, versatility, quality, or 
price, American-type products usually occupy a place only at the top of 
the effective European product line. With most of Europe’s current marl 
growth occurring not in these products but in the basic models, the result 
is that the firms mentioned are losing their market shares. This leads to 
undercapacity operations of plants that are already relatively small, thereby 
increasing costs. Indeed, the U.S.-type products can usually be supplied 
more economically from American plants than from European sources. 


Distribution Requirements 

As was memioned earlier, distribution can be one of the critics: 
obstacles to successful entry into international business. It is therefore 
vital to analyze the particular distribution requirements for an industry 
as well as the prevailing conditions in the foreign country. Differences 
among countries can be most significant, requiring great flexibility and 
varying policies on the part of international businesses. Even in the same i 
industry the distribution setup can favor the entrant in one country, while 
constituting a major hurdle for him in another country. To illustrate: 


In the German consumer-goods industries, wholesalers are by tradition 
non exclusive, making it difficult for leading manufacturers to control dis¬ 
tribution. The alternative, direct selling, may increase costs more than 

1 See Raphael Hodgson and Michael Michaelis, “Planning for Profits in World 
Business", HBR November-December 1960, p. 135. 




ANALYZING FOREIGN OPPORTUNITIES 


141 


prices can snpport. Hence ant unit, 

Lturer to an extent precluded m count es where ttcre a ^ ^ 
bottlenecks. However, t e si ua ion t ®,j on p or instance, it may 

,1 jmnnrtpr who can advertise, who can be txpeciea lu y 

h L usually has difficulty in controlling distribution in a foreign country. 

In France £ actual shortage of distribution (a large city such as Lyons 
has only two really capable appliance wholesalers) puts an extraordin y 
Ju den on newcomers in the industry. They normally must sell direct, and 
• n France— with its widely dispersed population-this is a very expensive 
proposition. Also, distributors who are available insist on a fa 

Tan tempt manifacturers into a full-line operation that (as we have 

indicated) is difficult to manage. ... . TT ... A c «. *■*<. 

In Britain, distribution is similar to what it is in the United State 

a relatively large number of exclusive wholesalers. Some manufacturers 
have begun to sell direct, a condition which has left their former whole¬ 
salers available to importers who wish to use them. 


INTERNATIONAL COMPARISONS 

By comparing the operating margins of companies in different countries, 
management can easily recognize the opportunities for entry. The ques¬ 
tion that executives may face now is'. Can the policies and practices v\ ic 
permit a profitable operation at home under a lower operating margin also 
prove successful abroad? As our earlier discussion of industry conditions 
has shown, there are inherent dangers in transferring the reasoning that 
works in an industry from one country to another. Operating maigin 
analysis checks false analogies by providing a useful framework for evalu¬ 
ating them. For example: 

p.. Most electrical components in Europe are sold at a pi ice several times 
the cost of materials, compared with an operating margin of only 80% iu 
the United States. This points to sizable opportunities. But before any 
action can be taken, it is necessary to ask why operating margins are so 
much larger in Europe, and whether it is appropriate to analogize American 
involuntary and discretionary costs in determining how a U.S. entrant should 
behave in this industry in Europe. 

Involuntary costs appear excessively high in Europe because of lack of 
standardization and because a large number of companies have relatively 
small scales of manufacture. On the basis of American experience, it would 

► appear desirable to standardize the product line around a few basic types, 
impose it on the industry at a low price, manufacture in great quantities, 
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and “shake the business down”. One manufacturer is doing precisely thk 
At present, this firm cannot meet demand; delivery times are up to r 
months! It has become an outstandingly profitable operation and has ' 
yet been seriously challenged. '-h 

In the case of discretionary expenses, however, an analogy with US 
experience does not appear relevant. For instance, discretionary expenses 
in one U.S. electronic systems industry have become truly defensive; it has 
become a competitive necessity here to spend between 15% and 20 0 f 
sales in providing custom-tailored systems engineering to industrial cus¬ 
tomers. Without this provision, a company’s market share would suffer 
seriously. In Europe, on the other hand, not nearly as much systems work 
is required. Also, current growth requirements lead to long deliveries, result¬ 
ing in minimal sales expenses or direct sales of components to large users. 

! hus, while U.S. experience in the involuntary cost area appears to be a 
promising guide, the opposite is true in the case of discretionary expenses. 

Threats and Opportunities 

International comparisons of operating margins are helpful in still another 
way. Foreign import threats or export opportunities can be spotted by 
comparing the domestic operating margin in a given country with importers’ 
operating margins. The operating margin of an importer indicates the degree 
by which the selling price in the importing country less import duties and 
freight exceeds the materials cost in the exporting country. It thus expresses 
for the firm selling abroad the margin within which both the domestic manu¬ 
facturing and the foreign sales effort must be conducted. 

By calculating the operating margin for various exporting nations and using 
the domestic operating margins, management can construct a grid of oppor¬ 
tunity which compares the foreign opportunity with that at home. An 
example is shown in Exhibit vi. Such a grid also shows the discretionary 
c.tsh available lor any volume of goods to be moved abroad. 




Knowing its position relative to that of foreign competitors, a firm can 
decide whether and how to enter international markets. This analvsis will 


take into account both the industry conditions and the nature of competition 
in the foreign country (which implies analyzing the discretionary expenses of 
established firms). To illustrate the total approach; 


The opportunity grid in Exhibit vi show's that in 1959-1960 a German 
refrigerator manufacturer could expect a 61% and 68% operating margin in 
France and Britain respectively, compared with 40% in his own market. 
However, analysis of industry conditions as well as discretionary expenses 
in France and Britain during that period show T ed significant differences. In 
view of Frances acute shortage of distribution, it was necessary to spend a 
significant portion of one s discretionary money on distribution, especially 
on direct selling. This aspect, combined with lower plant scales, required 
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• in France than in Germany, while still nuking for very low 

T1 “a" onTe other hand, distribution was less tight and, • sp.te 
profits. In Brit , industry was enjoying high profits, 

of high involuntary ’ _ nroducers could count on almost equal 

As a result, even though Germa P int0 the British market 

operating margins in both France an ’ ach i eve( j. ] n Britain, price 

was more profitable and cou * ^ while in France, the situation would 

also have required a distribution investment (e.g., a full product 

pany-sponsored outlets). 


Check Points 

In evaluating foreign opportunities, 
importance: product line, pricing, and distribution: 


three elements are often of crucial 





m In the preceding example, German refrigerator manufacturers had little 
difficulty of a product-line nature because their product was very sum ar o 

mner or class are fairly identical among countries, thus not only saving 
trouble for the producer but also enabling buyers to switch more easily to 
foreign sources of supply. However, in many instances product lines will 
differ in composition from country to country, sometimes requiring exp 
sive adjustments. The cost of these adjustments should be taken into account 

in drawing up the opportunity grid. 

(2) Opportunity grids for commodities normally show wide operating 
margins because a significant portion of a firm’s discretionary money is 
required to meet fixed plant costs. In commodities, as a result, the foreign 
entrant enjoys wide discretion, giving him greater pricing flexibility than 
that enjoyed by an exporter of differentiated products with their lower 
operating margins. In short, price cutting is most likely to be effective w ere 
there is a wide operating margin, a minimum of product differentiation, and 
a marked tendency on the part of customers to shop around for low price 

suppliers. . 

(3) The distribution bottleneck is normally less critical for commodities 

than it is for differentiated products. Although a domestic commodity 
manufacturer may have established a film hold on local distribution, it does 
not take much foreign competition, even through irregular channels, to put 
severe strains on the local pricing structure. On the other hand, the earlier 
examples from the household appliance industry show how distribution may 
constitute a serious hurdle to the exporter of differentiated products. 

In view of these three elements, the level of tariffs that will inhibit trade 
must be considerably higher for commodities than tor diffeicntMied pro¬ 
ducts such as appliances; the former are more sensitive to changes at the 
top of the “wall” than the latter are. Therefore, the impact of economic 
integration in Europe with its gradual abolition of tariff levels will most 
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probably be felt more quickly and more strongly bv commodity produttiJ 
This may force them to become continental in scope more rapid iv \i 
manufacturers of appliances and other differentiated products. * ! 

F.xhibit vi. Relative operating margins of lntra-Elropt\n $aus 

OF 150-UTRE RETfUGER \TORS, 1959-1960. 

(Margins existing in each country are shown in black) 


IMfC-PNG COUNTRY 



Note: The oner-tin^ margin is calculated as follows: fl) from the sales price ut 
the country of destination subtract fa) the tari'Ts. taxes, and freight costs to sh-p 
the goods there, and (fr) the materials cost in the country of origin : (2) divide the 
Spire thus obtained by the materials cost in the country of origin, fFigures in paren¬ 
theses indicate negative margins.) 

CONCLUSION 


Opportunity analysis imposes a strong discipline on business planning by 
ensuring that both the immediate and the ultimate goals of management tit 
consistent with the Industry’s current and future competitive conditions. 
Such goals, in turn, can be translated into clear entry and participation 
requirements for a foreign venture. hese requirements have to be consistent 
with the firm’s capabilities and willingness to commit the necessary resources. 
It is the reconciliation of these interrelated objectives which makes the appli' 
cation of operating margins so useful. For example: 




Suppose that a venture has a 50 ' 0 operating marein and that manage¬ 
ment’s target is a volume of X dollars. Estimating the involuntary costs at 
this volume plus the discretionary expenses required to achieve it, executives 
can determ me whether the needed outiavs can be covered by the 50 
margin while leaving an adequate profit. If not, either the venture should 
be abandoned or the sales objectives must be raised. Perhaps a larger 

marketing investment would produce sales levels of a magnitude large 
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IL lower involuntary costs to the point where an adequate profit 
c"uld be made within the 50% operating margtn. 

nqlvsU enables management to cut through the confusion 
Opportunity ana ysis enable> m * tQ the cond itions of 

of current fluCtuatl0n ^ ^ exaggerate these conditions nor lead to the 
ultimate success. I run on prices may otherwise induce. 

extraordinary pessimis ’ 'mnnrtant differences between the 

... u l3 i nc executives to foresee any important mnerences ucuwc 

A nture under their consideration and the industry leaders’. The very dis- 

I TooTaS for L resources a company is able or willing to commrt. Thus, 
opportunity analysis leads to consistency in planning in terms of. 


The immediate goals of a venture. 

The ultimate goals of a venture. 

The parent company’s capabilities. 

'.et us consider each of these elements in turn. 


Immediate Goals , , •, 

In terms of the discretionary margin, a project should be designed to avoi 

starting at too great a disadvantage with direct competitors. Thus, the test 
of viability of 'a new venture will be whether it starts in a sufficiently 
advanced form to assure progress as well as profits, considering t e ea ers 
position, their probable rate of growth, and t lie corresponding decline o 
their involuntary costs. Consequently, if competition in the field chosen is 
already established at a certain scale and cost level, supported by certain 
distribution outlets and promotional resources, it is absurd to try to enter 
the business with a higher cost and a smaller distribution investment. 

These statements may seem evident enough, but some highly sophisticated 
American companies have recently undertaken ventures in Europe that are 
laboring precisely under this type of disadvantage—all the results of an 
inadequate initial plan. If it is the scale of a chemical plant or the type of 
process that is at fault, the error cannot be rectified without a major new 
investment. If a consumer products business ignores a virtual distribution 
monopoly of its competitors, it cannot rectify the situation without a major 
investment in direct distribution. Recognition of these additional invest¬ 
ment requirements at the outset might have change 1 management s th nking 
about the initial venture. 

Selection of immediate goals should be based on recognition >i the rate of 
growth of the market, and the objective should be at least to maintain the 
firm’s relative position with the eader’s. The route to this objective may 
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lie either in direct competition with industry leaders or in avoiding the 

o: direct competition altogether. There is no better way to recognize ? 

costs of various strategies than to catalogue the marketing mix of ^ 

competitor and to determine, by analysis of discretionary expenses, 

each method costs and what sales volume is supporting it. With these & t ^ 

should be included the “defensive” costs of many types of business-e? 

the very high systems expense that is characteristic of the American process 

control industry, or the high level of research expenditure imposed on the 

pharmaceutical industry by rapid product obsolescence and product 
insecurity. 

An analysis of this type can be invaluable in helping management to 
recognize: 



1. The margins that must be provided for various channels of 
tion, which in turn helps with the selection of those channels that 
would be within a venture’s resources and objectives. 

2. The cost of developing direct distribution, i satisfactory distribution 

i no longer available, or oi challenging manufacturers in existing 
channels. 

3. The size of the serv ee organizadon and the level of promotional effort 

(e.g., advertising expense and point-of-sale effort) required to sustain 
a business. 


4. Whether complvm tary nroduct lines are necessary to sustain the dis- 

’ i ; ; and, jf SOi w hat the cost of purchasing or manufac¬ 

turing such lines is. 

5. The needs for new capacity and product-development programs to 
maintain a profitable position. 

6. The discretionary savings that might be achieved if different competi¬ 
tive methods are chosen, thus making a contribution to profit or pro¬ 
viding a price wedge. 

•f ’AH this means that management can define the entry and participator) 
requirements which will ; rove effective under given conditions. For example 1 


If the competitive route requires control of distribution, the system created 
for that purpose must be maintained through tight inventory policies and 
satisfactory discounts. Or complementary product lines may have to be.« 
carried. It may also be necessary to maintain an adequate market share 
even though this may involve a declining price policy. 

■ 1 1 the competitive route is through price competition, such tactics as 
ftequ.nt model changes >r large promotional campaigns may have to be 
dropped. More attention will have.to be paid to the lowest cost distribu¬ 
tion through such outlets as mail order or discount houses. It will also be ■ 
imperative to have an efficient manufacturing plant. 
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vital selling argument, it will be necessary to 
ba ” up fe w“h S ou a Sys of the discretionary type, e.g., advertising and 

demonstration. ctnnd'irdized line of products are going 

. 1 rrcsa2 sees- ,«£ — 

ion chantek shouid be consistent with ntanufactnnng pittn, ^ ^ 

If a small venture is contem,dated £ within its conce „- 

market or »served independently, A segment of this 
SrlTbt^rnrS of* dissipation or an unimportant sideiine for the bigger 

fi « S „nlv a small venture with a relatively poor discretionary margin is 
possible, then management sh ould ab andon^the^p ro^ct ^ «■■ 

ZESTS** a°more complete product line supplied partially by 
U.S. imports. 


“ifatao^t 'product field comes a time of maturity. This period is 

rot necessarily an unprofitable one. Market leaders are usually able to stay 
IfiSr ls evidenced bv the experience of many American businesses. 
Nevertheless, these periods can be characterized as highly competitive wit 
operating margins very low because of high volumes of production by the 
leaded enables them to enforce severe price pressures to reduce 

participation in the industry. The leaders of the German «fr 

the British television industries have pursued such a program to theext 

that only two profitable and dominant manufacturers remain in each field. 

The foregoing analysis of operating margins and involuntary and discre¬ 
tionary costs provides some yardsticks of the ultimate conditions wit 
which' a venture may be required to operate. For example: 


In the case of the refrigerator industry in -urope, discussed earlier, we 
doubt whether in the long run operating margins can get much below ,o 
despite the volume levels or degree of competition that may ensue. This is 
the margin which would provide a satisfactory investment ieturn to a manu 
facturer who has achieved his distribution objectives and who is manufac¬ 
turing at a scale of about 300,000 units a year. A participant who achieves 
this level of production and marketing and who does not dissipate his 
management talent should have a permanently profitable condition. Unless 
management is prepared to operate under ground rules such as these, it 

would be unwise to enter this business. 


The implications of such an analysis depend completely on .management 
objectives. For examp e, a company inight decide not to stay in a business 
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for a long period but enter only for early profits and sell out w* 
petition gets tough. Some chemical ventures are launched on thk ^ 
With innovation providing an early lead, prices are set to rnaximi, ^ 
regardless of the competition that is invited. A rapid Davharlr « 

operation worthwhile, regardless of the ultimate consequences* ^ 


tie' 


Extent of Commitment 

A forergn venture’s goals and the resulting entry and participation ream,, 
ments must also be consistent with the parent company's a JhI 
resources, and willingness. It is perhaps the unwillingness to commit *5 
resources and management rather than the incapability to do soY, 
creates the real deficiency of so many foreign ventures. Easy profit^ 
ature, loose industry entice companies to risk the luxury of limited 

firnT appear ^ ^ Umited f ° rei§n °P erations of American 

g mble with time in order to have at least some foreign program- if 

kilTth^ 6 rit P T 6 ^ e f Vy demands on corporate purse strings, they might 
several * 0ntemplated f ° reign pr0 S ram altogether. Perhaps the weakness^ 

than to any other ^ operat,ons ma y be traced to this problem more 

” f ° rei ?u ° perations are limited at first in order to conserve corporate 

the “shakedown^? Wllll " g l ° PltCh in With m ° re C3pital Iater on durin§ 

^t requires an unusually determined and confident 

g ment to increase investments in a losing business in order to secure 

position. Therefore, if a firm is incapable or unwilling t( 

mi su cient resources, it may bo preferable to forget about a limited 

;-; e T 0n m a ,arge fieId - 0n the other hand, it may still be profitable tc 
se ec a narrow field in which a full-scale operation can be conducted 

m . panies WI * bmited resources might, therefore, do well to reverse the 

e proc c s s o analysis. Instead of choosing the field first and the cosl 

wifltn 3 terward> the y m, ght first determine the cost of entry they are 
th . pay and then select projects accordingly. Rather than match 

to the fiiuj e e > * n other words, it would be better to match the fiel i 

tnni f e ^ dea ' our opportunity .molysis once again becomes a valuable 
I 0r ^sron makers by pointing up the possibilities of using resources 

heeaii^ m ° S . e ^ onomica ^ wa y- Four of these possibilities stand out and, 

i . , eir P ert * nen ce to management’s final decision, make a fitting 
close to our discussion: 


earlv start • ^ V6n tbou Sh the risks of a venture may be greater, 

ud auirU I ™ 3 ^ ^ mucb eas * er to achieve a viable position by build 

share Fifrth° 3 COmpetItive sca,e of manufacture or to an adequate mar 
share. Furthermore, poor starts can be rescued more easily. 
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vl , . rpHllcine costs is important in Europe today because 
Thls Possibility^^ d co § siderable immaturit y there comprising indus- 

there are y States rank high in maturity. For instance, a large 

deal of looseness, lack of production standardization, and continuing 

^^Acatiisition —This is often a very inexpensive method of entry into 
mature businesses, especially when an 'source'of supply 

or as l means 8 of distribution. (The latter is particularly important during 
the maturity of a field, when a slackening rate of growth makes en ry 

cult for outsiders.) _ - . limited 

3. Specialization- This approach enables a company to mak 

resources °o further and achieve a strong relative position in 

which it concentrates, without compromising its product line or distnbu- 

“ 4 " Exploil^m'o I special skills -This kind of efiort may nignitan^ 
reduce the demands on a foreign venture, especially in relation 01 
petitors. For instance, research and technical know-how developed in t 
United States may give the venture an obvious edge in competing for sales. 
Similar results may be achieved by supplying parts of the pro uct ^ine or 
certain components from the United States, by using idle or obsolete 
machinery and tooling from American plants, by utilizing the parent cor¬ 
poration’s design and engineering staffs, and so forth. Such backing by e 
parent company may also enable a significant reduction of a oreign ven 

ture’s discretionary expenses. 




/The Adoption Process : 
for Research on Human 


Foundation 


Understanding the adoption process of new products is essential if the firm k*. 

cap.tahze on the not.on of market segmentation. This paper discusses the 

of the adoption process, the kinds of change involved, and the different adopt* 

categories which have been identified as a result of the research which has iL 
conducted on this subject. s **** 

For many products, the process of adoption follows a rather unifoJ 
pa ern, from the time the new product is developed until it is wjdaU 
accepted by the ultimate consumers. More is known about the adopS 
of agricultural products and practices than about others. Rural sociol<3 
ave been concerned with the introduction of new practices and with Ml 
pro uct adoption in agriculture for a number of years, and thev haw 
systematically studied the process by which change takes place. In addition 
some studies have been made of other kinds of innovation, including tie 
a option by doctors of new wonder drugs for treatment, 1 the adoption rf 
new educational practices by school systems,* and the adoption of co* 
eevisi m. The process of adoption in all these cases has been quite simi 

T . efe 3re ^ xce P^ 0ns the pattern; for example, black and white televisi 

e general pattern appears so widely, however, that it is the central theme 
of this report. 

Researchers have charted the course of a new product by determining 

when people adopt it. The curve which results is a simple one, the well 

known probability curve, in cumulative form. 4 A few people adopt a pro* 

uct at first, then a few more, followed by a rather sharp increase and finally 

a eve mg off when most of the potential consumers have adopted the 
product. 


, two-step flow of communications: an up-to-date report on an hypo- 

r esis. Public Opinion Quarterly , 1957. 21, pp. 61-78. Menzel, H., & Katz, E. Social 
reaaons and innovation in the medical profession: the epidemiology of a new drug. 
Public Opinion Quarterly, 1955-56, 19. pp. 337-352. _'W| 

Mort, P. R., & Pierce, T. M. A time scale for measuring the adaptability of schod 
systems. New York: Metropolitan School Study Council, 1947. 

Batten, Barton, Durstine & Osborn. Colortown. 

North Central Rural Sociology Committee, Subcommittee for the Study of the Dififu- 

sion o Farm Practices. The diffusion process . Ames: Agriculture Extension Service, 
Iowa S f ate College, Special Report No. 18, 1957. 

m * ftoill The Adoption of New Products: Process and Influence (Ain 

Arbor, Michigan: Foundation for Research on Human Behavior, 1959), pp. 1-*. 
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Such a curve **-**+£& ^ 

^number c, studies «-£•*£-« required .or a »* 

:onstant, and therefore that knowieag 

Figure 1 
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TIME 


to adoDt a new product will, by establishing the time 

SE that product, ^mak^possible U accurate prediction o. the rate 

^adoption by the rest of the applicable un,verse. 

P he Kind of Change wide-spread acceptance depends, 

The time it takes from mtroductrou ^wto^P ^ of , new 

„ part at leas, \ 0 "' h ' '" ial case of attitude change. Almost by defini- 

’.tqui? £**«iff SSm and feelings associated with the old way 
t is quite UKeiy x acc0U nt for a great deal of resistance. On the 

are strong y . „ is trivial the associated attitudes may be taken 

ather hand,' * „ n of course .) Most new products 

on easily. (1 hey may aiso ue tasi j these two 

o, practices probably encounter res,stance somewhere between these 

C *WhT’new products are being adopted, there are different levels of 
comvlexitu of change The greater the complexity, the more resistance 

and SrtJ the 8 period required for adoption Researchers 

have listed four levels of complexity in the changes usua y J 

farmers who are adopting new products or practices.’ Least complex is a 

simple change in materials or equipment. Such a change mig , , 

decision to try another brand of fertilizer or to increase the amoum ^ - 

being used. A change in technique is slightly more complex. The farmer 
must learn to use the new n> i'i ,! aiul ilu> nia\ in.ti.\ . ni> u h 
example might be applying fertilizer along planted rows, instea o roa 

I * Same reference as footnote 4. Also. Wilkening, E. A. The role of conmumcating 
agents in technological change in agriculture. Social Forces, 1956, 34, pp. 36t-it>/. 
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The third level involves both a rh 
nique. A farmer i_ an S e in nu^« 


l 


cast over the field. 

and a change in technique. A farmer wi,n V “ cnan S e * m* 
s«ch a change. He »« adopt «t new Tate", ”?*■'** *"Cl 

i£F ° l entCrPriSC: * '*■* • cHange Th f :„r:r^ 

plexities than do farming practices. However "the |« *i "T rm * t •'<« 

adopted. Fifteen years elapsed be,wee' h IT *? 3 I"** b 

corn and its adoption by almost 98 per Ten of tTf °l ** * 

<ook 50 years - Some changes take S^^*™** * ScW 3 

product. Hybrid corn' is one is 'Solved in *jj 

change in materials. Actually it waf t f** ' 3 y ’ th,S seemed 'ike a sim: 

feared the total reliance on commerr I ** COmp,ex chan 8 e - Farm, 
had previously ‘ 

*ere accorded status for this skill Tt, / rorn thc,r own cro P- and 1 
farmer feel more dependent it a |c a^ *** hybr,d corn not only made t 
prestige. A large maioritv nf f ° ' , aWay Wltb an important source 

almost a farmers we? T i( ,00k J— A 

thing is introduced, it is adnnt A vvben a new hybrid variety of at 

chickens and hybrid hogs ° mucb morc Examples are hybi 

the time re-quired^o^afnnr^ ’ S °" ,y one im P°rtant factor in dctermin 
important. The more costlv T' * Z?"f 3re others - For Stance, atf 
adopted. Rate of return and 1- 7,'^’ ?* longer ft takes before il is wide 
which has rapid and obvious results ^ r / tltrn an a,so important. A chan: 
with slower, less visible results t +u f dopted more quickly than a chan; 
produces slower results mZ ♦ the °" S run ’ of course the change whi, 
A new fertilizer is likelv tn k. 1 rnore ’ but it still is not adopted as quick! 

conservation practices 6 3 ° pted more quickly, for example, than s< 

THE individual adoption process 

• R-Va„. bTcTTc “ " 0t S,n ’P , J r 3 > s ” « “•»” *< 

ties Rttr/d Sociology, 1 943 0 n ', « hybrid seed corn in two Iowa commun 

a r nd d *ff"sion of hybrid seed com in , / A Ryan ’ B ’ & Gross. N. C. Accept 

penment Station. Research Bulletin U ^7->° U \Q<in mmUnities ' Ames : Iowa Agricultui 
Same reference as footnote 2. 
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.. .w hannens ^1 at once. When an individual is conuu..^ 
^the^sibHity of change, he goes through several mental stages before 
u \n at « un his mind to adopt or not to adopt. Five stages m ine 

kin making prone* mav be distinguished.' Farmers readily 
stages when questioned regarding their decisions to make changes and 

^’w'L^omes first. At this point, the farmer learns about the new 
Kiuct He knows it exists, but he has only general information about it. 

interest or formation stage follows. If inte^ the 
collect more specific information about the new product If his interest 
ntinues to grow he wants to know the potentialities of the new product 
him- whether or not it will increase his income or contribute to other 
ds considered by him to be important. The next step is the meM 
application or evaluation stage. The farmer goes through the ch g 
mentally and asks himself, “How would I do it? Can I do it If I do it 
I he better off?” The final stage before adoption is the trial stage. At this 
rTn, fie farmer tries the product out on a small scale if this is possible. 
Many farmers purchased a small can of weed spray and use it on eir 
gardens before they used it on their crops on a large scale. A great many 
fanners planted six acres of hybrid seed corn the first year, the acreage one 
bushel of the new seed would sow. Some products cannot be tried out on 
a small scale, and it seems quite reasonable to expect sut.h products to 
) require a longer adoption time. However, people seem to be quite ingenious 
it finding ways to try new ideas. Some housewives prepared small amounts 
food for freezing, and either rented locker space or used a neighbor’s 
er before they gave up traditional canning methods and bought the 
necessary equipment for themselves. Marketing people have been aware 
> the value of free trials for many years. The trial stage appears to play a 
crucial role in the decision-making process. However, the other stages are 
impor it tiio, .md probably give meaning to this final step before adoption. 

They should not he ignored. 

The t stage is the adaption stage. At this point the farmer decides to 
adopt the new product and begins using it on a full scale. Presumably he 
.1 ‘ in ti J customer’, .it least until some other product comes along to 
replace it and the adoption process starts again. 


ADOPTER CATEGORIES 



Obviously, not all people adopt a new product at the same time. The 
idoption curve illustrates this point and suggests that some people arrive at 
a decision more quickly than others. Some people adopt very quickly. 
Othei wait a long time before they take up the new product, and still others 
never adopt. There has been a great deal of interest in these individual 

•Same reference as footnote 4. 
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differences and great deal of speculation about "innovators” th 

are first in a community to adopt a new product. To these 

differences, the Iowa State researchers took the data from a nirtL 

independent studies of new product adoption by farmers f he i 

people into groups according to time of adoption, 9 and then studied 

group. Significant differences appeared among them. These were the n- 
they distinguished and studied: ” 


vViv 


People adopting 


Cumulative 

total adopting 



Next 

Next 

Next 

Last 


2.5% innovators 
13.5', , early adopters 
34.0 . ear’y majority 
34.0 late majority 
16.0% laggards 





2.5% 
16.0 
50.0'"' 

84.0 „ 
100.0 


o 


O: 


Innovators aie arbitrarily defined here as the first 2.5 per cent to *! ; 

the new product. Based on the data compiled, these generalizations appep 
for farm innovators. 10 

Thejr ha\e larger than average farms, are well educated and usually coat 
rom well established families. Thev usually have a relatively high set 
worth and probably more important-a large amount of risk fjt 
Jhe> can afford and do take calculated risks on new products. Thev ate 
respected for being successful, but ordinarily do not enjoy the h 
prestige in the community. Because innovators adopt new ideas so 
sooner than the average farmer, they are sometimes ridiculed by their cot 1 
senati\e neighbors. This neighborhood group pressure is largely ignore! 
* * ^ innovators, however. The innovators are watched by their neighbors, 
out they are not followed immediately in new practices. 

Thv. acti.it of innmators often transcend local community boundanct 
nn >vators frequently belong to formal organizations at the county, 
reg ona tate, or national level. In addition, they are likely to have many 
rmj ‘ ton ac ts out* dc the community; they may visit with others 



. ^° r conven * en ce in making comparative studies, researchers used stands 

d nor mal distribution to establish the percentage breaks between ca 
fortes. Peoole who fall _. ■ « . . ° ... 


^ 1511 1 juuon to establish the percentage breaks between a 

th» i°P € W ^ within one standard deviation above the mean are conskli 

. 3r nQa t° r ^> . people who are between one and two standard deviation* 

the m* ^ a deters. Similarly, people within one standard deviation be? 

tne rnian are late majority, etc. * I 

” footnote 4 • A,s0 - North Central Rural Socioloav Comraitt 

"? D,,r “ s "’" Nt »««^ *>«. ****«■ «»«• »« 
Snr-ij; n’ ^ 09va Agriculture Extension Service. Iowa State Colie 

tur^’-nct.^ N »’ L-c 1955 ; Als °’ Ro?erSl E - M. Categorizing the adopters of ague 
* re Pences. Rural Sociology, 1943, 8 . p, . 15-24, 


* 
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miles away who are also trying a new technique or product, 

technical experts. AYf 135 D er cent of t ie people 

The “early adopters” a- Refined as he early adoptcr 

Who adopt the new product. According xo 

fanners have the following charactcris necessarily younger than 

the mnovators 'They also ha gn ^ community throu8 h such otgam- 

pate more m the formal act ' « organizations. They participate more 

thanlhe*average hi ***** 

LT\i«fis CO some U ™vid , ence LtTtTyoup furnishes a disproportionate 

amount of the formal leadership '^ ^ “"‘X'rmation by 

early adopters are also respected as good sources ot nets tarn, 

^elfrTHwory of adopters is the “early majority", the 34 per cent of 
people who bring the total adoption to 50 pet cent. The number of adop- 

tioos increases rapidly after this group begms to adopt-Seechart) 

The early majority are slightly above average m age. education, and at g 
experience. They have medium high social and econotmc status. They am 
|e£ active in formal groups than innovators or early Copters but more 
active than those who adopt later. In many cases they arc not formal leaders 
i the community organizations, but they arc active members in tes 
' lions They also attend Extension meetings and farm demonstrations. 

The people in this category are most likely to be informal rather than 
elected leaders. They have a following insofar as people respect thc.r 

opinions, their “high morality and sound judgment". They are 
their following, only more so”. They must be sure an idea will work before 
they adopt it. It the informal leader fails two or three times, his following 
looks elsewhere for information and guidance. Because the informal leader 
has more limited resources than the early adopters and innovators, he Cannot 
afford to make poor decisions: the social and economic costs are too high. 

These people tend to associate mainly in their own community. When 
people in the community are asked to name neighbors and friends with whom 
they talk over ideas, these early majority are named disproportionally 
frequently. On their pari, they value highly the opinions their neighbors and 
friends hold about them, for this is their main source of status and prestige. 
The early majority may look to the early adopters for their new fatm infor¬ 
mation. 

The “late majority'* are the fourth category. These are the 34 per cent 
^■farmers w’ho have adopted the new' product after the average farmer is 

LHPicady using it. 

^ Those in this group have less education and are older than the average 
jk farmer. While tl irticipate less actively in formal groups, they probably 
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torni the bulk of the membership in these formal 
they belong to fewer organizations, are less active inTrganfcT I"** 

earlier. Ky as do People who aM 

The last category, the final 16 per cent of tli. > wU ■> 
are the "laggards”. This group may include the " ? 

the new product is not used by everyone. pt 33 Wel1 

least education and are the oldest tw • ■ 
formal organizations, cooperatives and govern Jt r They P artic ipate kast w 

have the smallest farms and the least ranitai aa agency P r °grams, TM 

Extension agents and *^22? ^ ~ °‘ 

am0n8 , **** - J 

each of these cateeonV- n i s • urttier exploration. For examph 

adoption process. InZator a = the ' mPOrtant *?* *" the others “ 4 

the innovators’ results before t ?' 0neers ’ and early * d °Pters wait to a 

adopters in turn oft l ymg the neW product th ™selves. The earl 

these categories seeL" f^**?** the early majority. In addition, each i 

influence other than th ° * ^ ? n d *^ erent sources of information an 
uuence, other than the sources already described. 
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Donald R. G. Cowan 


precise mw«rem«nt of the ^('efficiency * discussing 

>s to opera-e with »y b.gh degree of eft^enc.^ {Ime - and place 

the importance of market ^ J madc between the potential for 

S2rsSs5fi stss 


Management is showing renewed interest m adequate m * 
market poten Is. Since 1940, general attention to 

tales administration has not been as keen as in the period from - • 

there have, of course, been exceptions as to short Periods, ’ 

and special phases of the broad problem of potentials. After World War II. 
i »r example, a number of companies were keenly inteieste in t or n us _ ' 
nd their own prospective share of the total economy, but they gave scant or 
superficial attention to potentials for their salesmen’s territories. 


VldHtef Potentials 


Recently in marketing research, technicians have devoted their time to 
costly fact-gathering about buyers’ motives, preferences, and buying a its 
f articular product* and marketing channels. All too often, however, 
these research men overlook the gold mine of market information continually 
thered and tabulated in the records of their company’s sate* and selling 
activities and the information gathered by outside agencies, especially the 
government bureaus-such as the U. S. iApartment of Commerces Bureau 
of the Census and Office of Business Economics. Many oi these research 
technicians do not know the methods of mining the valuable information 
about mvfcet potentials from these internal and external souues, which can 
be ifnf at very low co t in comparison with fact-gathering by sample 
surveys. The latter huso east a hypnotic spell over researchers and execu¬ 
tives alike. To be sure, these surveys help many companies to improve 
product*, selling appeals and marketing methods and, by so doing, to ton** 
their share, of the potential market. But interest in these surveys should 



Soiacn: From I. C. H ilterman and T. W. Meloan (eds.s Mirket Potentials 

mi th, Vm ot Census Data (Chicago : American Marketing Association, 1957), 
pp. 1-9. Donald R. G. Cowan: Professor of Marketing. University oi Michigan. 
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not divert sales administrators from their central 
the market potentials, where the market ic I * j ^ wluch is to 
quantities the selling and advertising effort of various an<1 » 

to accomplish company objectives profitably. kmds must ** 

n considering this central task of salps mar, 
market potentials” is used with different m M agement ’ one finds the, 
market potentials may refer in a a ene ral w-v tn tT 3nd dimensioi, s. h 
whole economy as measured by° total nation«il'^ “*** provided k 
expenditure. Gross National Product is oftln T?™ °* total na 'S 
mates of Gross National Product for various f ° f th ' S purpose ' 3 

the nation’s future market potential. JET Pen ° dS the future rela 

“ as «• numerous sectors, 

equipment, or construction. These segment do" noTrisf^ P* * 

unison or at the same rate, and in a broad sense are com t° r ^ 
Third, market potentials mav mpa , petmg Wlth each « 

or share of, a major segment erf the 3 s,ngIe ,nd ustry’ s participation j 
share of consumer’s soft goods or th eC0 ”°. my ’ sucfl as the food industrv' 
sumer durable goods H !retZ J* ,efngerat ° r industiy ’ s share * « 
The increased use of automohil *’ jjf* ,S com P et,t fon between industry 

demand for c.ofh „g “Z T "2* ' he 

that the purveyors of 1,1? /T" 8 food P roduccrs . it is well km 
the American Meat InsS f* ^ l0St gr0Und ’ 0ne is ^minded 

years, for the purpose of inducing Vert ‘ S,ng cam P aj gn, sustained over mai 
food expenditures for meat. § ° nsumers to s P end a forger share of th< 

cular product’s dassSon ^such^ as % h**’ ***** ^ 3 Par 

low-priced cars. ’ h hl gh-priced, medium-priced, 

of a particular Company 3 * 5 0127 PCrtain to thc sa,es volume and possibili 

Seventh. be one of the™' Pr ° dl,C,S °‘ * C ° mPa ' 

dow n to individual areas snrh 7 f th prev,ous concepts narrow 

geographic areas. The Ctevelaod StatGS ’ counties - cities ’ or 01 

total market potential of the wtt amber ° f Cornmerce is referring to 

of Cleveland as the best locat, ^ *!? SerVed by that city when k spe 

Chamber might use the Grow Na^^Pm^ A " 3 meaSure ’. 

mile radius of Cleveland if v na Pro ^ uct or expenditure within a 5 

a “pie in rhe sky' conce J as a7 D L a ? ,able ' . T ° 2 “—«• —» » 

safes ZnZrs J rhe Zs'LTT * beM *** * 8 » 

the numerous smaller areas covered’ bv "th ' * | he ' r d ' StriCt ‘ 

the salesmen have reason to f, i ? salesme n. All too frequen 

their respective ter > • , mar ket potentials estimated 

respect,ve terntor.es are shares of the Gross National Product, P iec 
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, the "Die in the sky”, rather than rational measures of the potential market 
if the pie trvine. to sell in their territories. 

0 p th h,h Pr0 the concept of a market potential may apply to the amount of 
, 8 hVh mieM be made to particular customers. It is frequently used m 
Stag" industrial goods, such as steel and machinery and, in consumer goo s, 

* ’f? reta '' markeS potential applies, either expressed or implied, to a 
of ttae Wi hunt the dimension of time, market potential cannot 
f lid ouantitativelv or have much meaning. When past potentials 
are Analyzed to show the shares obtained by sectors, industries, companies, 
Bnroducts thev provide a basis for judging past performance and for setting 

future. Usually the objectives to be attained m short 

periods of time, such as a year or portions of a year, ar q 

There may be quotas for the company, product, or departments, a 

total quotas and separate product quotas for sales districts and sales™ 

territories. The determination of realistic quotas depends not O" 1 ? on ™ * 

potentials but also on the means by which the quota is 

within a siven period. Hence, the quota has a time dimension extending 

into the future. . . A . 

These nine meanings of market potential have been out me in °*" e . 

clarify our thinking. All of them have their place in helping to determine 

more exactly the future objectives of the sales department for given puio s 

in the future. These objectives are likely to be unrealistic, even nonsensica * 

if thev are not also based on proper consideration of the effort which the 

management is willing to expand in attempting to attain the potential. 

Further, it should be kept in mind that all judgment about the future is 

based on past experience. The analysis of what has happened in the past 

is undertaken merely to make more certain that the interpretation of that 

experience is as correct as possible, thereby reducing the element of chance 

in dealing with the future. 

The general steps by which a company and its sales department may set 
up market potentials and objectives may be divided into two major divi¬ 
sions: those required in determining total market potentials and objectives 
for individual products or closely related product groups, and those relating 
to sales territory and customer potentials and objectives. Furthermore, in 
both there should be a clear understanding as to the length of time to which 
the objectives vvill apply, as this affects the market intk /r .. > l ’ c ’ n_ 

sidered. 


For a product or major product-group, the establishment of total market 
potentials and objectives for a ten-year period will involve vaiious measure¬ 
ments and considerations. The first determination is the relation of past 
sales to market growth as measured by population, segments of the popu- 
£ lation, and Gross National Product. Since t ie future birth rate is an 
uncertain element, several estimates of future population may be used in 
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projecting future sales expansions. Recently, there is hope that k 
from married couples at different ages what their intentions 
to having children, a better idea of population increase will Z V"' 
For the present, greater reliance may be placed on a known 
sales growth to adult population because the children livin t a 

added to the adult population over the next ten year whiL 3?' 
due to mortality may be made with a high degree of ceitaintv "" 
On the assumption that certain levels of emplov , i 

will apply over a ten-year period, the relationship of past sate t 
employment or total hours of work may be projected into futml e l! 
n similar fashion the Gross National Product and segments of th r* 

^ at '°" aI Pr ° duct ma .v be projected under certain assumptions such as^ 
g o\v 0 the work force, the rate of employment, and the increase in 
duetiv.ty; and in turn these projections may be used to “e H 
market potentials from past relationships. 11 

er^'T-T 3 haneeS are ,aking place in the such as fc 

and ch-inJ he - r 3nd / ! ged grou P s ’ mi g rati °n from some areas toothers, 
offing ,n / 1,mate - ChangeS in Oology, as well as in the voi 

These chang^ will ^rfL Ct 't n h g e Tt '**■ ^ ^ 

those of others P 13,5 ° f S ° me pr ° duCtS and reduct 

SUP , Ply - a , nd probab,e price of raw materials mav affect the 

P n entl3 ! S ° f S ° me Pr ° ducts - Cba "S>"g technology in the 

considerate peC ' fic P roduct and its competing products may also deservt 
consideration ,n determining long-range potentials. 

and wh'v . e P roducts s bare of its market may be analyzed to show hoi 
and why it has fluctuated or changed in past years. ‘ 

menf tn\ <« e ^ esources °f the company and the willingness of the manap 
to imnmv 6 fi, ° S6 re j Sources f° r expanded manufacturing facilities, resear 
sejiina pfi n . C P ro uc ^’ improved production methods, advertising am 
Denetrafinr/ c ^ VGr ^ ,m P ortan t influences upon the product’s marke 
allow th* ' i SOm f managements are content to “hold the line" or evei 
recoup t Sa CS ° f , SOme P rodu cts to decline while they devote compan; 
“ e Wm„ 7 Pa ,' 18 thC S3,eS ° f 0thers ’ In ***** W have decided tha 
thev' mav r mu S3 ^ 5 U0 * as ^ or som e may represent declines while for other 
industrv ni 3 i+*t mcreases both in absolute amounts and in shares of th 

bined with th* P ° Gnt ' a ^ bus ’ many other considerations should be com 
minina ohVt meas " ren ; ent and prediction of market potentials in deter 

Halne e r 5 , 3 "" 53,65 qU ° taS f ° r the ^ng-term future, 
the comnanv P . ^ er . m P 0 ^ en f' a is and objectives for particular product: 

for a year at ?• $ ? GS department ma y set up shorter-term objective 

attain the Inns lm6 ’ . a . Sed 00 tbe P^ anned yearly increase necessary' * 

increase is necessary 3 modification of the P ,anned >' earl 

y a ow for the effect of the year’s business outloo 
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, e afMl chanees in the company’s expenditures to attain the year’s 
3n . sa ’ l on 8 the business outlook. In some companies, attainment 
rf *e ,V yearlv objective may be divided into quarterly or monthly ^otments, 

ade after reviewing the degree to which the quarterly or monthly ob,e 

fives are accomplished. . ^ company’s short-term product 

The monthly or quarter y revie * it {or keeping them realistic by 

objectives or quota, conditions. This action is 

necessary because the ability fj t been , and may never be, 

°r, k ; y , e „ ar o°ut rono'mv bl consumers and business people are free 
perfected. In our - iU buVf without apparent notice. 

to choose what and . opportunities for making seasonal pre- 

For some firms there a P The meat pac kers, for example, 

diction with a high egree . . breed livestock and poultry, 

Vnow fairly and Tanges, farmers' marketing 

intentions m «***•«£ feed “he inventories of meat in coolers. The 

packers can estimate ctosety hecamt 0 f its perishable nature, and also 
into consumption at a pr ' , filled daily at some price. 

be iuse there arc competition of other foods make the 

Current employment, income, and compe 

prediction of prices to be realized much less certain^ lace 

For other kinds ol manufacturing, considerable P r °„ ess b 8 usiness 

• * Antinnc tn snend on the part of consumers and Business 

r,n!"' TrL!v" Rc"carch Center a, the University of Michigan, working 

on behalf of the Federal Reserve Board, has been able, throng^ "j™j?‘ ° 

consumer attitudes and intentions, to indicate for the ensuing 

,i„„ but no. the degree of change to be expected ,n 

consumer durable foods. Since IW business firms expectant", of bus - 
ness conditions have been surveyed quarterly and analyzed with CMBldg- 
able predictive abililv by Dun and Bradstrcet. Other meritorious surveys 
relat t to the vital question of intentions to spend for capital goods have 
been undertaken by McGraw-Hill, the Department of Commerce, and very 
recently the National Industrial Conference Board, for capital appropri - 
tions by large companies. Again, they seem to indicate the direction but 
not the degree of change to be expected. The effect of announcing the 
results of all these surveys upon the subsequent actions of consumers, and 
more especially business managements, has apparently not been examined. 
Moreover, none iff these repeated surveys have been in existence for more 
‘han ten years, and their ability to predict has not been put to the test o 
uhsequent major decline in business such as took place in 1920 . ’ 
>29-30, or in 1937-38. Company managements, therefore, are justified in 
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making rnon thl y 0 r quarterly modifications in their over-all „ 
sis of their current experience and their interment; f quotas 01 
outlook for one, two or three months ahead. ° nS ° tfle ^ 



Area Potentials 


Often the company’s national product quotas arc divide „ 

obiec,rs a8 aT tt a e n ta Sa ' e r Sn n ,er,it ° rieS ' ^ * b ?, 

oDjectives, as the basis for allocating selling advertising i T 
and as benchmarks for measuring subsequent performance of!? ? 

th ” h r * M is d0ne w ' th insight and reliability depends the Useful 
praxes Pr ° CedUre ' " is theref^e, to evaluate ^ 


ea 


The first method is to divide the national long-range potential an,) 

This method is defective to L e^TlLT'° thei ' <* * 
territories has nnt ■ r ,. that past Performance in the vari 

a standard bv which to mef^' a ^ gnmen ‘ * fth the var .™g potentials 

pas, performance penan 2 « r e eood Cq r nt 3 “ 

men Tf P CS the good sa,esm en and favors the weak sak 

potential as irJ P “ ny “ ses a similar proportionate division of the lont-nt, 
torv will be so P™Portio„a.e shares assigned ,o each t 

useful as salesmen's goa!f e iftse n d a for Ua th SaleS t,,at they Wi " " 0 ' b '"' 

areas receiving t T'^ ^ ^ ^ in the high 

ship to the true potently S T* regard,ess of the performance’s relatioi 

their respecti ve^ errft or ies a^sVth Sa,eSmen t0 estimate the P otentia!s 1 
year. In some cases ! th OWn tentative quotas for the ensuin 

national nntpntini a quotas are reviewed and adjusted. Then th 

estimates On/ d ^t qUOtas are distri buted in direct proportion to tha 

~ are th l t? * that the sa,es ™" determine their 

iong run " “ reSponsib,e for attaining them yearly and ,n 


men to construcf^th ^ S °° dS ’ *• ' S frcc l uent, y advantageous to require 

individual customers CI^ Th POt d n r Ia, b) Studying thc Possibilities of sales 

men’s inability to be objective.^ ° f this method are obviously the sal 
or failure in thp J • VC ’ t0 aVOld ref,ectln g his own degree of succi 

ledge Of the and COmp,ete * 

the potential on^tabllshed^r t0 f firms in a few industries, is to ba 
Examples are the R I P ., records of total industry sales by territom 

make and model for each V Gompi,atlons of car registrations and sales I 

Manufacturers Assoeiatir. t u COU) ity and city, and the Office Equipme 

rurers Association tabulation of the sales of its members I 
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L Thp Bureau of the Census has approximated this service by 

counties. { di d television sets, capital expenditures by 

S Tt? classifications and other useful data by counties and cities. These 

industry tabulations are useful in revealing performances of a c °™P a ^ 
salesmen in competition with others in the respective territories. The co 
bined industry’s sales and the company’s salesmen’s performances may 

o automoiiles the sales of an individual make and model may be compared 
with the sales of competing makes and the total sales of cars in the sam 
lice classes by territories One weakness of this method is that the tota 
industry performance may not be perfect in various territories ue 
allocation of effort by the several companies. Several studies have indica 
this situation to be true. Another weakness is that such a potential doe 
not pruv ide information as to why the total sales should be lg, er 
areas than others, and hence fails to give adequate guidance in the disti ibu- 

t ion of advertising and promotional effort. 

Th , fourth method is the use of a single measure of index by counties 

and cities by which a company’s product potentials or yearly quotas may 
be distributed among its sales territories. Certain publishing companies 
have offered their magazine sales for this purpose. One magazine, at least, 
has built a special index which many companies use. Also, Census tabula¬ 
tions of population, households, and the like may be used as single indexes. 

|j The obvious weakness is the naive supposition that a single index can, with 
acceptable accuracy, reflect the complex influences which combine in 
ditferent ways to affect the sales of different products and different brands 
in the same territories. Since the reaction of buyers to the characteristics 
of a company’s products, or to a specific brand, may be different from their 
reaction to competing products and brands, it follows that sales may not 
hold the same relationship to income or other market characteristics as the 
index would indicate, or as the previous methods use of total industry sales 
might indicate. For example, income variation by areas is a much more 
potent factor in the sale of a high-quality, high-priced automobile, food or 
drug, than in their lower-quality, lower-priced counterparts. Indeed, fot 
some products, sales are high where income is low and vice versa. The 
regional sales of many products are affected in different directions and 
degree bv differences in urbanization of the population, climatic conditions 
such as temperature, rainfall and the like. Imagine anybody setting up a 
high Florida sales quota for long fur-lined rubber boots because the single 
index of Florida potential is high! Imagine relatively high quotas for fur¬ 
nace sales in Los Angeles or air coolers in Minneapolis because of depend¬ 
ence upon the single index. How does a single index apply alike to con¬ 
sumer goods and to industrial goods when it is obvious from Census data 

I • « • j • • * • * » m # * 1 * ^ Tf i , 3 


> 


- WIIM IHUUJUlUi IV - - - - - 

that many different industries are concentrated in regions peculiarly adapted 
to their presence? It should be pointed out, nevertheless, that for some 
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' ^Panies, subsequent tests have shown that a cin . 

a fairly ade quate basis for establishing area potential^ haS m 
example, is a good general measure of food consumed™ t pulllit ». 

markets for radios. P D 3 s ° od measure 0 f 

The fifth methc J is to put together a mmKinot; , 
conditions which are supposed to affect the sales" f° measures °f marl 
product. A famous example was the attempt ^ 

potentials. Harvard University awarded J e ? 10na ! automobile 

lished his results. The weakness of this method” whkh W ^ ^ 

but did not overcome, is in knowing how to combine the 

some companies C ° nd,tl ° nS - Thls method - nevertheless, has been used 3 
sales''orfcom'pany’s'pfodtr’bv ° f Whidl affeCt fc 

for thrLpLtTve e ritr r v n v techlli< l u «- Thus, normals are obtained 

varying conditions upon pastes, ‘onl *** **d 

method because the technique is as vet ^ companies have used tlii 

laymen to use W t eakness is that « « usually too complicated f« 

short cuts Also > US are SOme ver}f sim P Ie and usually adequate 

a new pL„ A c b ! used *- d «-mini„g potentials for laul, 

guidance in settina P , CS 3re n0t avai,ab,e - However it can provi' 
Of the^saies 7SS «* 

of "the effect ^f^ach w method are important. It measures the direct 
which affect the regional °L?'if *? mbineS : With pr ° per weightSl the fact ' 

S s "'“''.'Plication of the same influence in two or n 

enables’ the testing'and^iscardf""^! ** f Voided by ordinarv me,hods ' 

to the salcc nf t • , n& ma rket measures which are irrelev; 

the effect of the U . Ct ' sets U P normals which take account 

which to measure perform* T **** thuS providin S standards agaii 

measure performance and to distribute effort. 

ter whirafflr k r p0SS1 J le the use . of other factors of a different chan 

competition, types of "customers ^ in priceS ’ ^ 

effect n J L™7T ng eff ° rt ’ and others - S “P ara '“ measurement of so 

SStet notendak H making P ° SSib,e ,he “P a ' a '“ establishment 

area Dotenbak'fo T A " anal >' st thus ma y -Jerlw the comparati 

potentials for the product based only on the separate effects of measun 
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1 i ..*• An analyst may also establish more reasonable quotas 

AS 

'fva ( iourktads ha Jnd 1 2 3 * "quantities, management’s choice of customer types, 
“"wo types of territory measures, the 

man’s quota, should be t0 Management in its distribu- 

purposes. The mark P . f t u er o0 iiries A comparison of 

rj'rp 

^rSo^sl^ST*. the area norma, market poten.iai 

me 0 7 r “ ot h "efra'nd, S thrS^Sn of sales with the quota established 
bv use Of a? known variables not under the salesman’s control providesa 
h^rt. in -' re of the salesman’s performance, and a more realis 1 g 
him By this method the quota is the normal volume to be e ^fted me®* 

^as become standards, and variation from the normal quotas measures 

^AUhou^quo^s established by this method are much more realistic or 
in'keeping with actual conditions than the bald use of very high long-range 
market potentials, nevertheless, certain practical problems arise. In some 
areas there are special immeasurable conditions for which a practical al o - 
ance should be made. Secondly, a particular salesman may be so far below 
the normal quota in his territory for a particular product that he cannot be 
expected to correct the situation in a year. It is therefore necessary o ave 
a review committee to set up the work quotas or goals for one year ahea . 
The duties of the quota committee may be as follows: 


1. Reconcile analytically derived quotas with the need to have attainable 
goals for the salesmen for a stated future period— quarter-year, half-year, 
or year. This may be done by discussion with salesmen or regional 

managers. 

2. Interpret the analytical quotas to the organization, explaining their 
nature as standards. 

3. Gather ideas for improvement of the analysis, such as knowledge of 
additional factors not already test-measured or incorporated in the 

quotas. 

! "rom management's standpoint, products of the estab i^lnnent i poten¬ 
tials and quotas by correlation analysis are indications of the effect of 
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varjing the number of salesmen relative to potent! ,i c Jffli 
amount of advertising or of changing policies Stl e * 0( '«?* 

• method of analyzing sales to find out what has actuaMv'h > * a ^ 
varying conditions. The method mav also be applied t, m ? a- 
Increases and decreases in different areas in order to de,e^ 
m area factors outside or within the nun.,™* 

better sales increases in some areas than others Th' 0 "!™ * * 
regions' prices for some products may be analvzed. These l" 
of the possibilities offered by this type of analysis. ^' 

n conclusion we have come quite a distance in a subject of „ . 

223 r& “ r« f “ i a 

but'as 

35 vet, js not well understood, 

thaTmue 3 h 0 prgress f has O h in? * f w *“* “**■ °" e -V '«* bad k 
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Significance of Social 
tification in Selling 



Richard P. Coleman 

The article helps to clarify wh® =£ ita rf 'martet 

““ln”,,foT'T, i 7e,hs,S!:TaL P ,h«, other bases of seyoteptatioo may be more 
useful under certain conditions. 

. . a ... , , rhe late 1940’s, advertisers and marketers have alternately 

concent' is an important analytic tool for them profession The Warnerian 
ea tha. six social classes constitute the basic division of Ak» 

dissatisfied w£ simple income categories or census-,ype occupatton 1 
entries and [el. a need for more meaningful classifications, for categoriza¬ 
tions of the citizenry which could prove more relmant to adtet isinj ai 
marketing problems. However, in the course of their attemp s pp y 
the class concept, marketers have not always found it immediately and 
obviously relevant. Sometimes it has seemed to shed light on adver ising 
- and merchandising problems and at other times it hasn t-with the result 
that many analysts have gone away disenchanted, deciding that social classes 
are not much more useful than income categories and procedurally far more 

difficult to employ. - 

It is the thesis of this writer that the role of social class has too often 

been misunderstood or oversimplified, and that if the concept is applied m 

a more sophisticated and realistic fashion, it will shed light on a great many 

problems to which, at first glance, it has not seemed particularly relevant. 

What we propose to do here, then, is discussed and illustrate a few of these 

more subtle, more refined and (it must be acknowledged) more complicated 

I’ ways of applying social class analyses to marketing and advertising problems. 

In other words, the purpose of this paper is to clarify when and in xpkat 

ways social class concepts are significant in selling, and to suggest when 

thev n in not be as significant as other concepts, or at least need to be 

used in concert with other analytic categories. 

1 See VV. Lloyd Warner, Match!# Meeker, Kenneth Eells, Social Class in America 
| (Chicago: Science Research Associates. 1949}. 

Source: From Martin I.. Bell (ed.), Marketing: A Maturing Discipline (Chicago. 
American Marlre ting Association, 1960), pp. 171-184. Richard P. Coleman. 

Social Research, Inc. 
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The Warnerian Social Classes 
The six social classes which are referred to in this n*™ 
w. Lloyd Warner and his associates have observed„ Z r Zl ^ *> 

Morris, Illinois, 1 Kansas City, Missouri, 1 and Chicago Thet 
are groups of people who are more or less equal to one anoThr 
and community status; they are people who readily and reel!’ Pre% 
among themselves in both formal and informal wa'w thev 1 m y “fl 
so to the extent that they share the same goals and wa« of Si* f 

marketers and advertisers. makes them significant to 

one B afd y g “wn ^ *hi j 

prominent fe'astlc 2" t “ 

more than nno bln nf smallest of the six classes—with probablv no 

ship in this class. TheT t* T* popuIation able t0 claim member- 

these phrases- tivino Vaues ° f these P eo P Ie might be summarized in 

the excellence oU S T d Tf ^ rCpUtati °"’ ^ 

ponsibility. breeding, and displaying a sense of community res- 

recen tl iTa rrivml' Up f er ° r “ Nouveau Riche” Class is made up of the more 

class afe rik r "ever-quite-accepted wealthy families. Included in this 
businesses and the^ewlv ™ ^ ^ founders of large 

more th?n , T °/ *"«**“ rank at this level-so that all told, no 
laver nr .rt, ^ ° 1 6 P°P u l a tion can be counted as belonging to one 

levLre a hlf /r u° U , r i UpPer CIaSS - The § oals of P eo P Ie a * this particular 

Middle Class’s drL for success 6 ' ^ ^ “ d ** ^ 

Upper Middle Class are moderately successful professional men 

Haven: Yale IJnive^ty ^ess^'mi)^’ ^ 5 ° Cia/ Uf ° ° f ° Modcrn Commmit 'J- fNew 

and Mary R - Gardner> ** South ,Chicaso: 
& Brothers,^1949) WarnCr ^ Associates ’ Democracy in Jonesville, (New York: Harper 

a forthcoming 'volumToTmiddle 6 age" in' Sf ^ daS$ SVStem ** includ ^ d i " 

publication by the Commits J 8 Jn Kansas Cl ^ currently being prepared for 
6 Some of the nhracpc ,i . uman . Development of the University of Chicago. 

Joseph A Kahl’s excelle it 1 ^ aS * ^ ^ 1S c * laract erization have been borrowed from 

Vo*, hineh^V m 7 r' b ° 0t ’ "* ^ 
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ini- _i. 

nd women, owners of people in their twenties 

el—and possibly higher 7 .. tlcc professionals” who grew up in 

•day's "junior executives and apprentice^ Ten ^ cent of 

Tart of This social Cass and the great majority of them are 
the'"g concerns of people in this " 

, ,he husband's contribution to the family. s at us and ta^ wjfe , s 

his success in social and polish, plus a broad range of 

interesls either civic or M feting and advertising 
Ihis class, c “ s m a ‘d C th Ttwo' above it can be linked together into a single 
category* oT upper status people". The major differences 

living. ■»* 7 -v* ic thp Tower-Middle Class. 

A a f khm ton of the “Average Man World is tne Lovvei ivim 

Approximately 30 per cent or 35 per cent of our atizenry can be consi^ere 
members o, this social Cass. 

highly-paid blue-collar families who are concerned with beiag accepted a 

respected in white-collar dominated clubs, churches, an nei § 1 . , • 

key word in understanding the motivations and goals of tins dm* 
Respectability, and a second important word is Striving. The men of this 
class are continually striving, within their limitations to do a good job ai 
their work, and both men and women are determined to be judged respec¬ 
table” in their personal behavior by their fellow citizens. Being ^ cs ? e 
leans that they live in well-maintained homes, neat y urms e , in n _ 
orhoods which are more-or-less on the “rightside of town . ft also mean 
,.iat they will clothe themselves in coats, suits, and dresses from nice stoies 

ind save for a college education for their childien. 

5. At the lower half of the “Average Man World” is the Upper-Lower 

Class, sometimes referred to as “The Ordinary Working Class” Nearly 
40 per cent of all Americans are in this class, making it the biggest. T e 
proto-typical member of this class is a semi-skilled worker on one of the 
nation’s assembly lines. Many of these “Ordinary Working Class” people 
make very good money, but do not bother with using it to become respect¬ 
able" in a middle-class way. Whether they !ust “get by at work, 01 moon- 
1 ight to make extra, Upper-Lowers are oriented more toward enjoying life 
'nd living well from day to day than saving for the future or caring what 
he middle class world thinks of them. They try to “keep in step with the 
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<1 


limes” (indeed, one might say the “times” are more j 

J™'*''" ‘o this class), because they want to be a, u T.,' 1 "' *» 
Mtdd'e Class. That is, they try to take advantage „f '? Mofe "- * 

comfortably and they work hard enough to keep theTS'!!? 1 

level of existence. H mseives safely 3 J 


i 


existence. 

6. The Lower-Lower Class of unskilled workers unassim i „ ; 
the sporadically employed comprises about ] 5 per cent of th ' ll "' ic! ' 

eoward life, and toward spending money. VS 


1 * 


members of each cla “ are V “ characterizations that 

understand them, it mTs be re og Led"^^,, S ° Cia ' ClaSSK - T ° 

zn trtsr- m ™ «r. 

msuTt th ' ^ ,hltt be '° nSinS ,0 3 W country club. A, 

exhibited hv th furniture, housing accommodations, and recrei 

tow rd the V l ^ a " d W ° men of this •■'«ues.and.ci,lture sef-leani 

from _ an .. 8a .' , e 3nd cciectic, as they do—are apt to be very differ. 


H 


fmm fheco .." , , , as Tne Y oo—are apt to be verv differ 

Tbo,rrir 1 - boi,rseois m "* 1 

Conventionals, «55STVL^l?l^3r f 3 " 5 ? a! 

Gn ~~ c iwurzac K ‘ K '' ooa taste is quite important, with the dii 

of whose form oHoo'd ustTifn 80 ? d ' T ' r3us ba<i tas,i ‘ as 

Bohemians are ^ * 

kinds of snh ^ e ^ or ! es can be found in these higher classes and pare 

classes With- 11°^ Ca ° be f ° Und in the Lower Middle and Upper Lo 
of peonle whn^ 6 PPCr L ° Wer C ,a ss. for instance, there is a large num 
of their snarp f « concern ed with their respectability and spend m 

abi it Conner *“ *> *» something about it. Their resp< 

ever or 11"' f* qUite Hke those of ^er Middle Class, k 
of their fellow 506 " 1 »* m ° re about The Almighty's view of them tl 
anafvtic I man > TbuS ’ the U P P er Lower Class might, for cert 
segments P nltL e \ 5? sub 'divided into Church-Going and Tavem-Hopp 

categorization here. * ** "° mea " S exhaust a11 P ossibilities of s ' 

AH of this is by way of indicating that the millions of individuals " 
ee usse Lynes, A Surfeit of Honey (New York: Harper & Brothers 1957). 
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THE Slumriv^^^ 

ompose each socia, Cass are no. necessarHy « "in their 

consumption P at, ' rns ' eVe " f h vie * whic y h are class-wide. Thus far, the liter* 

, ure „n social class ., bo A market,» ! ^ ^ ^ iar£ , y ^ 0 ut 

lut It has led on oc t0 advan ce into a more sop- 

h‘^a",ed apical of “cia Cass to marketing problems, which invoives 
" oMhe differences as weil as simi.ari,ies within each Cass. 

^^o^ed "now ^"stating the basic significance of this class concept 
L U '“ the selling field. In the first place, it explains why income cate¬ 
gories or divisions of Americans are quite often irrelevant in analyzing ^ 
duct markets, consumers’ shopping habits and sto. re . 1 ? refe " n “!’ “ ™ und 

"year, but Shtm aVerent socia, Cass, a radica. difference in 

their ways of spending money will be observed. 

An Upper-Middle Class family in this income bracket, which in this case 

might be a young lawyer and his wife or perhaps a college pro essor, is ap 
| to be found'spending a relatively large share of its resources on housing (in 
a “prestige” neighborhood), on rather expensive pieces of furniture, on 
clothing from quality stores, and on cultural amusements or club member¬ 
ships. Meanwhile, the Lower-Middle Class family—headed, we will say, by 
an insurance salesman or a fairly successful grocery store owner, per aps 
even a Diesel engineer—probably has a better house, but in not so fancy 
a neighborhood; it is apt to have as full a wardrobe though not so expen¬ 
sive. and probably more furniture though none by name designers. These 
people almost certainly have a much bigger savings account in the bank. 

Finally, the Working Class family,—with a cross-country truck driver or 
a highly-paid welder as its chief wage-earner—is apt to have less house and 
less neighborhood than the Lower-Middle or Upper-Middle familv, but it 
will have a bigger, later model car, plus more expensive appliances in its 
kitchen and a bigger TV set in its living room. This family will spend less 
on clothing and furniture, but more on food if the number of children is 
greater, as is likely. One further difference: the man of the house probably 
spends much more on sports, attending baseball games (for example), going 
hunting and bowling, and perhaps owning a boat of some description. 

Bl y The wives in these three families will be quite noticeably different in the 
kind of department stores they patronize, in the magazines they read, and 
J* in the advertising to which they pay attention. The clothing and furniture 
thev select for themselves and their amilies will differ accordingly, and also 
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because they are seeking quite different goals. This has become very clear 
in studies Social Research, Inc., has done for the Chicago Tribune on the 
clothing tastes of Chicagoland women, for the Kroehler Company on the 
place of furniture in American homes, and for MacFadden Publications on 
the purchasing patterns and motivations of their romance magazines’ Working 
Class readers . 8 (These have been contrasted in turn with the motivations 
of Middie Class women who read service magazines.) 

The Upper-Middle Class wife—even of the struggling young lawyer— 

; usuall y bu )' s a11 her public-appearance clothes at specialty shops or in the 
pedalty departments ol her community's best department stores; she feels 
constrained to choose her wardrobe according to rather carefully prescribed 
standards of appropriateness. In furnishing her home, she thoughtfully con¬ 
siders whether a given piece or a combination of pieces will serve as ade¬ 
quate testament to her aesthetic sensitivities, plus doing credit in -.urn to 
her husbands taste in wile-choosing. She pays careful attention to the dic¬ 
tates of the best shelter magazines, the “smart” interior decorators in town, 
ihe hrunes of other women in her class, and maybe that of the boss's wife. 

The Lower-Middle Class woman is more single-mindedly concerned with 
furnishing her home so that it will be “pretty” in a way that suits her and 
hopefully might win praise from her friends and neighbors. She tries to get 
ideas from the medium-level shelter and service magazines and is perpetu¬ 
ally depressed because her home isn’t furnished as much like a dream house 
as she would like it to be. in this she is quite different from the Upper- 
Lower wife who is apt to care more about having a full array of expensive, 
gleaming white appliances in her kitchen than a doll's house of a living 
room. Where the Lower-Middle housewife usually has a definite style in 
mind which she s striving to follow, the Upper-Lower woman simply follows 
the lead of newspaper lumiture advertising (and what she sees when window 
shopping) toward furniture which is “modern-looking”, by which she means 
the latest thing” that has hit the mass market. 

|1 many it 're examples of differences in consumption patterns by 

class levels could be given, but the principal ones have been well reported 
already—facetiously by Vance Packard and seriously by Pierre Martineau;* 
b)| * u,lbc ' 1 ampiiiicatiiin on this point the latter source is recommended. 
The significance to merchandisers and advertisers of these findings about 
iSibtivational differences between classes is fairly obvious, the major idea 
being that for many products, advertising appeals and merchandising tech¬ 
niques must be differentially geared to the points of view reflected in these 
three main social classes. Advertising of brands or goods aimed at a specific 

*This study has been published under the name Workingman's Wife (Oceana Press: 

New York City, 1959) by Lee Rainwater, Richard P. Coleman, and Gerald Handel. 

See Pierre Martineau, Motivation in Advertising (New York: McGraw-Hill Book 

Company, 1957) and “Social Classes and Spending Behavior”, The Journal of Marketing, 
Vol. 23, No. 2, October 1958, pp. 121-130. 
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class must take into account th * ^ 

se,, everything as it «*« »“^leTareas-clothing, furniture. 

Up to now, vveve be S relationship between social class 

and residential neighbor oo s—w e In these th i ngs the so-called 

and quality of goods pure J,, ( d higher) markets coincide. 

2? a,; more nearly from the U^-MMeand 

r ,he S2£TS rn^Tg^s SiXse/and social Cass is rela- 

-arc sa- - - • *-* 

There is another „ P F thev |i nke d with income categories 

” any obvious a rettio’nship. The current car market provides an instructive 
example of this situation, for the nature of the market cannot be grasped by 
I one or t he other concept exclusively. What is happening in y 
car market can only be understood when income categories are placed into 

a social class framework. 




ncomes are above average for their class, 
ncome above $7,000 a year— sometimes 
wife working, and sometimes not—is an 
! iwer-Middle Class business owner or 


The Upper-Lower family with an 
a product of both husband and 
example of this. So, too, is the 
salesman who makes evie than 


q yy ^ j — j V11vlU. 1C vj i u j j - 

1 10,000 a year, but has no interest in either the concert or country clubs of 
Jpper-Middledom and hence is still Lower Middle Class. The Upper- 
Vliddle Class couple with more than $25,000 a year at its disposal but no 
iesire to play the “society game” of subscription balls or private schools is 
also! in this category. These are what might be called the ‘overpnvileged 
segments of each class. They are not “overprivileged” in the absolute sense 
0 f course- thev are “overprivileged", however, relative to what is required 
or needed by families in their class. After they have met the basic expec¬ 
tations and standards of their group in the housing, food, furnishing, and 
clothing areas, they have quite a bit of money left over which is their equi- 


valent of “discretionary income”. 

In much the same way, each class has its “underprivileged” members; in 
the Upper-Middle Class these are the younger couples who haven’t made 
the managerial ranks yet, he college professors, the genteel professionals, 
and a few downwardly mobile people from high-status backgrounds who 
are trying to hang on to what fragments of status they have left—for the 
most part these people are below the $12,000-a-year mark and they can 
barely meet some o' the basic requirements ol Upper-Middle life, much 

















ipBtwGGCG wtff of ill wilf taoariM; ® foo Lotiu '^nom 

poorly paid ba-iMrtm. ffee nm% of book keepers m rai'roaJ ^ 
tW school teachers with eg—ulerafcif sore status uperatioe ** 

Upper Lower Chm tt % thrum any famiK earn 

year, at todays rotes of pay ta nfiufHdhau area*. 

jtpot fM(* are its a*, fraj^e 
:ei nor overprrvifesed by •'. 
rcifht thiak of this as the Upper-Middle Class 
f 120.000 a year. the Low er-M tddJe family 
and the Upper-Lower 



the jm*-Idle of seach c 
ftmfltd who are n< 
of their daw 
between Si 2.0ft) 
tfJMbf# 






arnlsr 






range 




necea— r y: a lot of people 


tn the 

atom, 



••gome range of their date tee themselves as underprivileged becaS th« 
kre aspiring to become ooe of ' it mtrprivilftfd" in their class or to More 











on uft the ladder to ,a Higher class. 

!;■ "^ h * relevance of all this tot the car market is that when you look at th« 
pwtkglar market today, you find it is the "average" members of each dam, 
whether Upper-Middle. Lower-Middle, or Upper-Lower, who constitute the 
Itosrf of the Low Priced Three’s a«dienee; these are the people who m 
ying fords and Chevrolet* this sear and 

the ford and Chevrolet market mat a losv^i -mmuuic income marret. or 
<m daw term) a Lower-Middle or a Lower Class market. Rather, i? jc 
rermited from the ai iddle income iiroup within e< jkH social class 
the II 5.000- a-year Upper-Middle “organization man" is apt to choose 
I ord Of Chevy from the Impda-Galaxie lev< 

wagon once he ventures into diis mwket, whereas the average-income 
Lot ef-Mtd Le ,^, an Hl || j^ttle for a middle-series Be! Air or Fairlane 5<W. 





and the am ige4ncome Upper Lewer guv either splurges for an Impla 
* M'W'HI/’ contents himself with the spartan Biscayne. 

While this has been happening to the Low-Priced Three makes the heart 
yf the medium -priced car market has relocated in the “overprivileged" seg¬ 
ments of each class. Todiiv, rich lluc-col'ar workers are joining prosperous 
Lowtn Middle Class salesmen and well-to-do Upper Middle Class business 
"wneis in buying Pontiacs, Buicks, Oldsmobiles, Chrvslers. and even ‘ adil- 
tacs. In fact, what there is left of big-car lust in our society is found at peak 
strength among the overprivileyed Upper-Lowers or else among men who 

h.ive achieved higner -fatus, but grew up as kids in the Upper-Lower c'asi 
and h;ive not forgotten fheir wide-eyed envy of the big car owner. 

Finally, as you maty h ive guessed by now. the compact car market’s head 
m* to he found in die ‘ underprivileged" segments of each class there we are 
speaking of the market for a compact as a first car). The overwhelming: 
majority of Rambler purchasers. Falcon buyers, and foreign economy car 
owners come from, that socio-economic territory. Thus, it is not the rttfy 
U ’ ’ are buying these cheapest, most economical cars—rather it is 

th«**e wh > think <<f themselves as poor relative to their status aspirations 
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. f _ _ rort ain level of clothing, furniture, and housn g 
and to their needs for a ccr _ - t a more expensive car. 

which they could not afford ; , cars is somcw hat more complicated 

The market for compacts a located in the middle range of the 

in its socio-economic geography. g “ Lower-Middle. 

Jppc ,M,ddic Class, and the ^ as , « car, but he 

The “overprivilege PP . t car a Pontiac convertible, 01 a beat 

While ihe “overprivileged” Upper Lower 

fe apt to go for a US ^ v ^“ d h ad ^ass^ed that^he market for compacts 

was going to be the merchandising and adver- 

they would have seriously m^ ^ mistake . American 

tising approach. Ram er, ., hr - n ai n o sense into the auto market” and 

rationality they had .“^’’Xd^-ih^ad, as the 

street, are not ashamed ftat h y J oud ^ they did not yield , H ke 

company has told them . V * for a car bloated in size beyond 

tbetr neighbors, to base « Compart car owners have 

SritJStaSSL* ** *-£- “ y snobbery 

with which to content themselves and |ustdy P . ( ; 



I 


th which to content tnemseivcs a i - _ what I mean bv the 

This analysis of the 'ar markrt ^ one eX ^ marketing and adver- 

tising problems. There ~-J*J*£* 

cars, are more nearly symbols of high status class within ^ ' , MSt 

of higher status per se. A color ce ^‘°” s stu died its market. At the 
it was two years ago when Social Research, •» 

time color television manufacturers were puzzled because increase in 

spread throughout the income scale, without any no 1 . th 

were unable to see anv particular relationship between social class and 
color set ownership, since about as many Upper-Lower Class people o 
them as did Upper-Middles. However, when the two factors of income a 
class were put together, in the manner described above, it became clear tiia 
the color television market was concentrated among hig income or 
privileged” members of each social class. Other products w ic ea 
complicated relationship to class and income are the more cos y ran 
and larger sizes of home appliances. Fairly expensive recreationa equ p 

ment like outboard motor boats also tend to be in this category. 

In summary, today’s market for quality goods and quality brands is no 

necessarily drawn from what has historically been describe as t e Qua i y 
Market” of Upper-Middle and Upper Class people, nor even necessarily 
from the highest income categories. Ru her, in many instances, it is lawn 
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from those people within each social level who have the most discretionary I 
income available for enjoying life’s little extras above and beyond the I 
requirements of their class. Every merchandiser and advertiser ought to I 
take a good hard look at what he is selling and ask himself if it bears this I 
particular relationship to the class and income picture. If his product doe * 
and if his brand is one of the more expensive, then he should merchandise -J 
it not as if it were just for social climbers or for the upper classes, but | 
rather as part of the Better Lite, U.S.A. If, on the othe; hand, his brand is I 
one of the least expensive, then he is not just selling to the poor, but rather I 
to those in all classes who feel it is only sensible on their part to settle for I 
a brand such as his and save the difference for other things which are more I 
important in their statement of social class aspiration and identity. 1 

Social Class Isn’t Always Important I 

Now, to make the picture complete, it must be pointed out that Social 
Research, Inc., has found some products in which the income factor is all-1 
important and the social class variable is relevant only to the extent that it 
is correlated with income. Perhaps the most perfect example of this is the 
market for air-conditioners in Southwestern cities. There, everybody— 
except the sickly and the extremely old-fashioned—agree that air condi¬ 
tioning one’s home is imperative if summer is to be survived with any degree 
of comfort. Consequently the expensiveness of a family’s air-conditioning 
equipment—whether centrally installed, or window units to the number of 
four, three, two or one—is directly correlated with family income. It is not 
merely a function of discretionary income—as in our example about pur¬ 
chase of medium-priced cars; it is instead almost completely a function of 
total annual income. If more Upper-Middles than Upper-Lowers are fully 
air-conditioned it is only because more of them can afford to he; it is not 
because Upper-Middles as a group are placing higher priority on the air- 

conditioned existence. 

Undoubtedly air conditioners are not alone in being classless—so that one 
more thing the marketer who uses social class in a truly sophisticated wav 
needs to understand is that there can be occasions when it is an irrelevant 
variable. Realizing this, he will not become disenchanted with social class 
when he finds a marketing problem where it does not shed light or where 
it does not seem pertinent. Of course, he will want to make sure that W 
advertising such a product there is indeed no need to take class into accoun - 
After alt, some apparently classless products are properly sold to the 
market in a segmental approach, appealing first on one grou > 

then on other grounds to another. 

There are other products—and probably air conditioning is one of them 
and children s play clothes may be another—where this is not necessary 
For such products some factor, such as physical comfort tin the one case) 
or simple durability 'in the other), is so basic in the consumers considcra 
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tion that iS i 3 t0 T 

rie^btgl-fellows-together” is exact.y right and segmental appeals 

°„r snob stories f' 1,11 ""Slisticated employment of social class refers 
Another aspect to P ^ groups are not always homo- 

back ,o the pom ™ de e that at time s a product's market is formed 

geneous. It must b » TT ria<;<; on down to the Lower-Middle, 

by "highbrows" from the Upper-Upper Class on o'an to 

Le th. S cTass variable may confuse a market analysis more than 

'“'particular's must merchandisers and market analysts beware of equating 
«C wi.h y "Brow”; for they are no, W— 

“ward an all-American lower-middlebrow level of preferences m television 
Sows and advertising messages) even though the m„onty■ of highbrows 

“air tStte ‘^e t-L'ra “d 

^^iVshort, not only must the sophisticated marketer abandon social class 
\ in favor of income categories on occasion in his analysis an imerpr 

of a market, he must recognize that at times both income and class a ^ 
superseded in importance by divisions of the public into row eve > 
divisions into “high mobiles" and “low mobiles", innovators and non- 
I innovators, inner-directed and other-directed, urbanites, suburbanites, exur¬ 
banites, ruralites, and Floridians, or what have you. Usually, o course, 
fullest understanding of a market will require that social class e m e in 
y with whichever sub-categorization proves pertinent from among those m ^ ® 
catalogue just recited, much as income and class were linked together or 

,|J fullest comprehension of the car market. 

j,: As a final point, let it be noted that the way of life and the goals i|f peo^p^* 

in each social class are in perpetual flux. Neither the who of each class 
nor “what motivates them” are constants to be assumed without continua 
re-evaluation. Right now, particularly, it is very clear that our society is 
changing. Every year the collar-color line is breaking down further. More 
blue-collar workers are becoming Middle Class as well as middle income 
i and Modern, and a white-collar position is less and less a guarantee of 
Lower-Middle status. As a consequence of this, the Lower-Middle Class is 
\ perhaps somewhat more “materialistic” in outlook and slightly less respec- 
S tability” conscious than it was 25 years ago, or even 8. Meanwhile, for men 

M | 
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and women to achieve Upper-Middle status without college background k 
becoming more and more difficult, so that this class is turning much more’ 
worldly-wise and well-read, much less conventionally bourgeois than it was 
in the zenith of Babbitt’s day. 

In short, the form of our society and its division into social classes is not 
fixed as of Yankee City in 1931, jonesville in 1944, Kansas City in 1952, or 
St. Louis in 1960. We won’t be able to say exactly the same things about 
either the classes themselves or their relationships to specific markets by 
next year at this time. This fact about the American class structure, that 
it is not static, that it is in the process of change, is in itself important to 
merchandisers, to advertisers, to anyone in selling. Among other things, 
it means that undoubtedly they have played a part in past changes and can 
play a leading role in directing future changes. But o* more direct concern 
here, to the marketing analyst it means that if he allows his stratification 
concept to become dated, his use of it will cease as of that moment to be 
sophisticated. 




151 Sales Forecasting : 

Key to Integrated Management 

William Lazer 

(planning can not be as a way to effect an 

~3T n 15£"5 «n. as » wha, aeons sh„o,ff be 

undertaken. 

Business organizations are increasingly adopting the marketing management 
concept. This philosophy of business operation places f '""^,1 

strategies and program marketing effort to achieve realistic and predeter- 

01 SaltstomcTsting can aid management greatly in implementing the marketing 
management approach. At is a basis for developing coordinated1 and goal- 

directed systems of marketing action. (The sales orecas is deploy- 

tools of marketing planning since adequate planning and the effective dep y 

ment of marketing resources are based on sales forecasting a ^ . 

$ales forecasting promotes and facilitates the proper unctioning o 
many segments of a firm’s total spectrum of business and marketing aca - 
ties/ It influences almost every other prediction of business operations. i 
used in establishing budgets and marketing controls] Sales forecasts he p 
determine various limiting conditions for managemenfaecisions an programs 
and are useful tools for co-ordinating the integral aspects of business °P e ^ a 
tions. They provide bases for evaluating the functioning and productivity 
of various segments of business activity. They can guide marketing an ot er 

business action toward the achievement of imp.;c;r 

This article investigates three aspects of sales forecasting as a key to 
integrated management action: (1) sales forecasting as a component of the 
marketing planning process, (2) sales forecasting as a focus for integrative 
planning, and (3) the basic components and procedures of a comprehensive 

sales forecasting program. 

IN MARKETING PLANNING 


i 


Figure 1 illustrates the stategic role oi sales forecasting in gathering infor¬ 
mation for marketing planning. Effective planning of ma)Kvi:ng activities can 

Source: From Business Horizons, vol. 2, Fall, 1959, pp. 61-67. William Lazer: 
Associate Professor, Michigan State University. 
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be achieved only if adequate marketing-related information is available I 
Marketing planning is concerned with the application of analysis and judgment I 
to available information and the prediction of likely occurrences and trends I 
during some future period. \ 

Marketing-related information can refer to either the past or the future i 
Information about past activities is often referred to as factual inform ition 
Information about the future is anything but factual, and might be characl 
terized as assumptive. Past information is available to every business if it 
has an adequate record-keeping process. It is also available from )ther 
secondary data sources, such as information reported by governmental 
bureaus, university research bureaus, and trade associations. Past informa- 
tion may also be assembled through the use of various primary data- 
gathering research tools, such as surveys and experiments. 

( Figure 1\ 
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. • „ , utilisation of forecasting techniques and 

Future information requnv.-s • ic - • _ j . usually the result 

Whenever a busm«s f , he forecasting techniques used and the 
bound to exist • S ^ w d future conditions will always devtate to 

ilT degree tom P-d-tions of the forecasters. Thus, management 
must expect future information to contain some error. ^ ^ 

^O^fo^ executive'use P From a planning and decision-making point of 
Jr" “ nonfac.ua,; information may f^^gX*** 

"X.",.i,J of what 
will happen during some future P e ™ d - { view of furnishing 

marketing-related information^ can state that management gathers * 

mation as a result of two complementary processes: ee ac a 
forecastine Feedback consists of relating information about past events a 

management. Through the use ^^^ve 
management can adjust existing operations and plans and thereby improve 

the effectiveness of all business action. 

/tales forecasting furnishes management with information about wha 
market conditions will probably be like during a future peri . g 

ment can then use this informtaion as a basis for planning broa P f 
goals and the strategies to achieve them. Sales forecasting data are us 
establishing various types of potential volume and profit targets that beco 

the bases for guiding and controlling operations.] , 

I /Past and future information, however, are constantly mending. A sa 
forecast, although it furnishes future information, eventually takes the orm 
of feedback information. Once this happens, a comparison may e e 
between actual and forecast sales for a specific period. Throug sue _ 
audit, deviations may be noted and explanations sought for t em. is 
information can, in turn, help refine the assumptions about future sa es 
forecasts and increase the total effectiveness of the forecasting proce urey 
The various predictions made may take the form of short-run sales 
forecasts of less than a year, intermediate forecasts of from one to five years, 
and long-run forecasts for periods of more than five years. Generally, the 
longer range the predictions, the greater the forecasting error. 


IN INTEGRATIVE PLANNING 

a Another facet o sales forecasting and its role in marketing planning is 
^ its position in the integrative planning process. A sales forecast*is a useful 
mp tool for integrating the external business environment. ;tr f -hc mom . 
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of the company. It reduces to workable management dimensions oBm 
external business environment over which management has relatively littrlj 
control. It delimits those constraints that establish the boundaries with-I 
which a company must make decisions and operate and translates 
into company programs. ■[, 

Figure 2 portrays sales forecasting as an aid to integrative planning. 

indicates the controllable, partially controllable, and noncontrollable factors* ' 

that management should integrate and take into account in making effects*ri 
sales forecasts. 

<r 

The noncontrollable forces determine the broad environmental limits! 
within which the company will operate. These factors include culm- j 
forces, the economic environment, demographic forces, political factoijl 
ethical and social forces, and various international conditions. They cannot ft a 
be influenced to any degree by company action; at best, they may be I 
Recognized and appraised in an intelligent manner. 1, 

On Figure 2, broken lines separate the competitive environment and! 

technological factors from other noncontrollable factors. This is to indicate I 

that management action may have some influence over at least these two I 

external forces, which are considered partially controllable factors. Ho\fy J 

ever, even though company action can affect competition and technology* 

the forces beyond company control generally have a more significant I 
impact. \ 

As forecasts become longer run in nature, the necessity of recording the m 

existing external climate becomes more imperative since, in the future, it j 

will be these noncontrollable actors that set the over-all constraints and j 

boundaries within which companies survive and grow or fail. Through an j 

evaluation and projection of external forces, management attempts to make | 

1 cw assumptions about the future environment. These assumptions I 

annul noncontrollable and partially controllable factors are the foundations I 

Of sales forecasts, and intelligent sales predictions can be made only by 1 

implicitly or explicitly assuming relationships about these factors. I 

Management should not consider this initia step of determining tie I 

external company environment as merely a theoretical exercise that is of I 

! j : cal sales forecasting. The external variables are factors I 

that must be dealt with practically and realistically. -Their influence cannot I 
be ignored. " I 

! -‘ pie of die importance of external forces, consider the develop- | 

ment of a controlled S lopping center. Several years may elapse from thefl 
initiation of the original idea and the first inquiry concerning site location | 
1 » n ;m opening oi the center. Choices must be made from among I 
alternative sites, and considerable negotiations may follow to obtain the j 
pi i»p*' 11 \ and construct and finance the center. Then there are a host of Jj 
operating de ails to attend to, including the actual leasing of stores. 

fha pMjitabiiity of the total investment and the sales realized by retail | 
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•11 hp affected by external forces. Existing 
stores in the shopping center will be a t d y influence on future 

Id potential competition, tor oi population shifts 

sales. Demographic an econ | es potential of the center. Existing 

and income trends will shape surrounding territory will influence 

'and potential industrial development op[ L„„i,y. 

employment and income and will be reflected ^ impac t on future 

Municipal, state, and federal regu devices indud i„g trading 

££ « S Of merchandise that may be 

sold in particular kinds << *” ”• COTcerning SU ch industries as wood 

p^s Tmtlis lfning', petroleum, transportation, the power industry, 

a trr: c mtn n g *. ££z s£ 5 

sales forecaster must estimate the of those factors 

make on potential markets. T be adjusted over the 

over which the company has direct control, lhey can 

longer run by the company itself. financial position, 

/tor an effective forecast, the company s ****** P nd the 

the plant capacity, the material res°urces “ P market lace must all be 
company’s reputation, image an P 0 * 1 * y eve ntually earns and the 

ssies that i, achieves will depend on carried 

factors as !hey are combined P / a mnsideration of both climates, 

out within the external business system/ which to judge 

the potential sales opportunity for a company. Through th use at venous 
analyses and by the application of sound judgment, management may map 

1 out a company’s future sales position. « K i „ nf i 

(Thus, sales forecasting helps integrate the managemenit-c m ntro 

ma^agement-noncontrollable factors, or the given elements of the 

system within which the company operates and the interna 

^e'safeslorecast is also a device by means of which management may 

integrate its objectives* its operating programs, and its targets wi P 
tial market opportunity. This can be done by translating the sales forecast 
into specific profit and sales-volume goals to be realized in a given future 
period of time. The sales forecast thus becomes a basis for marketing 
| programs, purchasing plans, financial budgets, personnel nee s, pro uc i 
schedules, plant and equipment requirements, expansion^ programs, an 

perhaps most other aspects of management programming^ 

The right half of Figure 2 presents sales forecasting as a vehicle tor 

:ranslating the noncontrollable, partially controllable, and internal business 

environments into specific controllable management programs. The gure 
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also emphasizes the interrelationships between sales forecasts and company 
programs. 


FORECASTING PROGRAM 

Figure 3 outlines the elements of a total sales forecasting program. Four 

major stages of forecasting, the specific procedures to be ollowed, and their 

sequence are presented. These stages are* assembling the forecasting 

information; evaluating ai projecting the data; applying the sales forecast 

operationally; and auditing tlie forecast. These four steps are broken down 

further, and some of the techniques that may be utilized at each stage and 

the results achieunl in described. Figure 3 starts with the noncontrollable 

business environment iternal business climate and works down through 

the various predictions about controllable business plans, programs, and 
objectives. 

The first step in a comprehensive sales forecasting program is assembling 
forecasting information. i his involves the recognition of noncontrollable 
and partially controllable environments through observation and listing of 
significant external factors, 1 he result is the identification of pertinent 
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Figure 3 

A fatal Sales Forecasting 

* 

Stages of Process 

Assembling Information 

Recognize noncontrollable 
and partially controllable 
business environment 


Gather information about 
noncontrollable and partially 
controllable fo r ce$ 


Gather information about 
controllable forces 


Program 

Techniques 

Observe and list signifi¬ 
cant external factors 


Investigate outside sour¬ 
ces of information 


Investigate company re¬ 
cords 


nAnluating and Projecting 

Data 

Analyze data 



v.*I 



Forecast Future salep 



if 





Apply analytical tools: 
time series analysis, least 
squares, simple correlation, 
multiple correlation, input- 
output tables, breakeven 
charts 


Employ extrapolation, con¬ 
stant percentage of increase, 
end-use analysis, executive 
opinion, historical analogy, 
panel of experts, grass¬ 
roots techniques, surveys, 
models, experiments, sam¬ 
ples, hunches, judgment, 
and crystal ball. 



I Operationally Applying 
Forecast 

1 Refine sales forecast 



Break sales down by 
volume and profit control 
units: product lines, terri¬ 
tories, customers, salesmen 


Results 


Identification of pertinent 
cultural, social, economic, 
political, demographic, com¬ 
petitive, ethical, inter¬ 
national, technological forces 


Selection and gathering 
of data from government, 
industry, university re¬ 
search, Federal Reserve 
Board, company records 

Selection of relevant 
company forecasting infor¬ 
mation 


Determination ol patterns 
and relationships: lead 

and lag indicators, cyc es, 
seasonal indexes, trend 
lines, covariation 


Prediction and definition 
of future dollar sales, unit 
sales, maximum and mini¬ 
mum ranges 


Establishment of specific 
sales targets 
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Translate specific targets 
into operational programs 


Establish and co-ordinate 
plans: marketing program, 
production schedules, pur¬ 
chasing plans, financial 
requirements, personnel 
needs, plant expansion, 
capital equipment budgets, 
inventory levels 


Identification 0 f 
tr- liable business envi 


ment 


inn 


Auditing the Forecast 

Review forecast 




Compare actual and fore¬ 
cast sales regularly and 
analyze discrepancies 


Determination of reaso 
for deviations 


•C^ 


Modify forecast and fore 
casting procedures 


Re-evaluate 
and adjust 
techniques 


projections 

forecasting 


More accurate sales f< 
casting 


social, cultural, ethical, economic, political, demographic, internation! 
technological, and competitive forces that will influence the projections. 

Next, information can be assembled about these noncontrollable factors and 
an investigation made of such outside sources of information as governments, 
industries, and universities. 

The third step in assembling forecasting information is that of gathering 
information about the controllable company environment, which involves 
research into company records. This should result in the selection of relevant 
company forecasting information. 

After lorecasting information has been assembled, the data must be 
evaluated and projected. This activity has two components: analyzing the 
data and making the actual forecast. To analyze the data, such analytical 
tools as time series analysis, least squares methods of fitting a straight line, 
fitting curves, simple and multiple correlation, the use of input-output tables, 
and breakeven charts may be used. This leads to the determination of patterns 
and relationships through lead and lag indicators, cycles, seasonal indexes, 
trend lines, and measures of covariation, 

The actual sales projections may be made through extrapolation, a straight 
percentage increase in sales, executive opinion polls, end-use analysis, his¬ 
torical analogy, a panel of experts, the grass-roots approach, samples and 
surveys, models, experiments, hunches, judgments, and the oft-used crystal 
ball. After these projections have been made, the prediction and definition 

of future dollar and unit sales, and maximum and minimum sales ranges is 
possible. 

Then the forecast must be applied operationally, which involves refining 
the sales forecast. This is done by breaking it down on the basis of volume 
and profit control units by product lines, salesmen, customers, territories, 
i>i nor managerial units. Specific sales targets can thus be 
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raies forecasting data 

Controllable business programs have 

L been really determined. forecasting program is that of audit- 

fc* •* ^VTvolve ”"ZSm S M by comparing actual 
ing the forecast. T is deviations or discrepancies. The pur 

and forecast sales and f the deviations. Then future fore- 

rSSX’SSS -be modified. The end result 
the more general factors t e exei^ them an d finally establishes 

internal business environment-quantifies them, 

specific operational goals man agement does not develop an 
Marketing planning often _ th great inducements to ignore or 

effective sales forecasting prog • makin& predictions. It is a trying 

neglect sales forecasting rithe^a ^ relati( J hips and their implications 

lor potential sales. It is much “e'^mewhat'eall’er 

lo anT^hrST^Ctl™ action may be initiated almost imme- 

to Howe»r. professional marketing manngement tawt aih.rd h. 

.ales forecasting process. It must become concerned mth the * ***** 
it wdl co-ordinated, planned, and forceful systems of buaness jn 

nust plan the use of company resources so that a firm can esta 

the market place and grow. _, ;t . „ nn 

The future marketing climate is likely to be one of keener co P : ’ in „ 

exhilarating pace of market change, heavier fixed costs, an , 

emphasis on innovation. Adequate marketing planning wi ^ 
foundatids for integrated marketing action. Since one of the bas,c ^ . 
ponents of effective marketing planning is sales forecasting, it seems obvious 
that in the future an increasing amount of time and resources will be spent 
by companies in developing more adequate sales forecasts. 


1 


h 


& 



























1 V S"r“ N 












16/ Long-range Planning 


PETER F. DRUCKER_ 

. . nrocess of making entrepreneurial 

„ nlanning is defined as the organized p e panning” are asked 

Two pertinent questions relating . nQt . an d (2) the need for and 
S answered : U> What * * n Terms of the “characteristics of the process 

requirements of long-range p . cifi n ew -knowledge content . nDDO r 

can be considered a major oppor- 

is 3,50 presen 

1 , • _ u„ W w it is not rather than by 

It is easier to define ‘° n 6-range plannmg by w ^ ^ed be 

*hat it is. Three things in particular, wmui 

il rt/Tt'.s) JT> recast. It is not masterminds the 

Any attempt to do so is tooKdt; human bemgs can ne.ther 

predict nor control the future. ahilitv to forecast 

H anyone still suffers from the delusion hat the 

beyond the shortest time span is given to us, let him oo r, n cciblv 

in'yesterday’s paper, and then ask himself which of them he could possib y 

have predicted ten years ago. , M 

Could he have forecast that by today the Russians would have drawn 

even with us in the most advanced branches of physical sciences and oi 

Could he have forecast that West Germany in complete ruins and chaos 
then would have become the most conservative country in the world and 
one of the most productive ones, let alone that it would become very 

stable politically? . 

Could he have forecast that the Near East would become a centra 

trouble spot, or would he have had to assume that the oil revenues there 

would take care of all problems? . 

This is the way the future always behaves. To try to mastermind i is 

therefore childish, we can only discredit what we are doing by attempting 
it. W'e mu i start out with the conclusion that forecasting is not respect 
able and not worthwhile beyond the shortest of periods. Long-range pan 
ning |5 necessary precisely because we ccnuwt forecast . 

Bill there is another, and even more compelling reason why forecasting 
is not long-ran planning. Forecasting attempts to find the most proba e 

S*>irce: From Atosflggfftffl! Sciences vol. 5, April, 1959, pp. 238 249. Peter 
F. Drucker : Professor of Management, New York Uni\ersity. 
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course of events, or at best, a range of probabilities. But the entrepre- I 
neurial problem is the unique event that will change the possibilities, for I 

the entrepreneurial universe is not a physical but a value-universe. Indeed J 

the central entrepreneurial contribution and the one which alone is 1 
rewarded with a profit, is to bring about the unique event, the innovation • 

that changes the probabilities. 

Let me" give an example—a very elementary one which has nothing to ] 

do with innovation but which illustrates the importance of the improbable j 

even for purely adaptive business-behavior. 

A large coffee distributor has for many years struggled with the problem 
of the location and capacity of its processing plants throughout the country. 

It had long been known that coffee prices were as important a factor in j 
this, as location of market, volume, or transportation and delivery strategy. 
Now if we can forecast anything, it is single-commodity prices, and the 
price forecasts of the company economists have been remarkably accurate. 

Yet the decisions on plant location and capacity based on these forecasts 
have again and again proven costly blunders. Extreme pricing events, the 
probability of which at any one time was exceedingly low, had, even if they 
lasted only for a week at a time, impact on the economics of the system 
that were vastly greater than that of the accurately forecast average ■ 
Forecasting, in other words, obscured economic reality. What was needed 
(as the Theory of Games could have proven) was to look at the extreme 
possibilities, and to ask, “which of these can we not afford to disregard ? 

The only thing atypical in this example is that it is so simple. Usually 
things are quite "a bit more complex. But despite its (deceptive) simplicity 
it shows why forecasting is not an adequate basis even for purely adaptive 
behavior, let alone for the entrepreneurial decisions of long-range planning. 

2. The next thing to be said about what long-range planning is not, is 
that it does net deal with future decisions. It deals with the futurity of 


present decisions. 

Decisions exist only in the present. The question that faces the long- 
ran^e planner is not what we should do tomorrow. It is what do we ave 
to do today to be ready for an uncertain tomorrow. The question is not 
what will happen in the future. It is: what futurity do we have to factor 
into our present thinking and doing, what time spans do we have to con¬ 
sider, and how do we converge them to a simultaneous decision in t e 


present? 

Decision-making is essentially a time machine which synchronizes into 
one present a great number of divergent time spans. This is, I think, some¬ 
thin 0 which we are only learning now. Our approach today still ten s 
toward the making of pfeL for something we will decide to do in the future. 
This may be a very entertaining exercise, but it is a futile one. Again, on„ 
range planning is necessary because we can make decisions only i n t e 
present; the rest are pious intentions. And yet we cannot make decisions 
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Umg-range pldtitUttg is 


* ,1 nne- the most expedient, most opportunist decision 
for the P^sent alone decide _ m ay commit us on a long-range basis 

let alone the decision not to deciue may 

if not permanently and irrevocab y. 

i t?* . u,r tfiA most common misconception ot ... 

j. Finally, " , . , ■ n0 *- ^ven an attempt to minimize 

r a lZ n m°sTZm can only lead to irra.iona, and »«W 

activity la .ha,, by dchnibon, i, commits 
P-n, 1 resources ,o M. and 'Tci 2 

£ U.» P-es rhar 

listing means of production will yield greater economy performance only 

through greater uncertainty, that is, through greater ns • 

But while it is futile to try to eliminate risk, and ques lonab.e to try to 

minimize it, it is essential that the risks taken be the rtgfrt risks. The cn 
result of successful long-range planning must be a capacity to fake * 8^*5 
risk; for this is the only way to improve mdrepreneund performance, 
do this, however, we must know and understand the risks we take- 

must be able to rationally choose among risk-taking courses of aCt ‘°" r £ " 
than plunge into uncertainty on the basis of hunch, hearsay or experience 

(no matter how meticulously quantified). ... 

Now I think we can attempt to define what long-range planning is. It 

is the continuous process of making present entrepreneurial ( risk taking) 
decisions svstematically and with the best possible knowledge o teir 
futurity, organizing systematically the efforts needed to carry out these 
decisions, and measuring the results 01 these decision against the expecta¬ 
tions through organized, systematic feed-back. 


"This is all very well", many experienced businessmen might say (and 
do say . “But why make a production out of it? lsn t this what the entre¬ 
preneur has been doing all along, and doing quite successfully? Why then 
should it need all this elaborate mumbo-jumbo? Why should it be an 
organized, perhaps even a separate activity? Why in other words, should we 

even talk about ‘long-range planning’, let alone do it?” 

It is perfectly true that there is nothing very new to entrepreneurial 
decisions. They have been made as long as we have had entrepreneurs. 
There is nothing new in here regarding the essential of economic activity. 
It has always been the commitment of present resources to future expecta¬ 
tions; and for the last three hundred years this has been done in contem¬ 
plation of change. (This was not true earlier. Earlier economic activity was 
based on the assumption that there would be no change, which assumption 
^ was institutionally guarded and defended. Altogether up to the seventeenth 
century it was the purpose of all human institutions to prevent change. 
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The business enterprise is a significant and rather amazing novelty in that 
it is the first human institution having the purpose of bringing about change). 

But there are several things which are new, and they have created the need 
for the organized, systematic, and above all, specific process that we call 

long-range planning”. 1 . . 

1 The time span of entrepreneurial and managerial decisions has been 

lengthening so fast and so much as to make necessary systematic explora¬ 
tion o^ the uncertainty and ri-1; of decisions. 

j n jgg8 or thereabouts, an old and perhaps apocryphical story goes, the 

great Thomas Edison, already a world figure, went to one of the big banks 
in New York for a loan on something he was working on. He had plenty 
of collateral and he was a great man; so the vice-presidents all bowed and 
said “Certainly, Mr. Edison, how much do you need?” But one of them, 
out of idle curiosity asked, “Tell me, Mr. Edison, how long will it be before 
you have this new product?” Edison looked him in the eye and said Son, 
judging from past experience, it will be about eighteen months before I even 
know whether I’ll have a product or not.” Whereupon the vice-presidents 
collapsed in a body, and, despite the collateral, turned down the loan appli¬ 
cation. The man was obviously mad; eighteen months of uncertainty was 

surelv not a risk a sane businessman would take! 

' Todav practically every manager takes ten or twenty year risks without 
wincing" He takes them in product development, in researc , in mare 
development, in the development of a sales organization, and in almost ary- 
thing. This lengthening of the time span of commitments is one of the mos 

-h^Quantitative in itseif * has changed “1 

made into an essential 

element of the decisions themselves. 

2. Another new feature is the speed and risk of inn ° vatl on- 
what we mean by this term would go far beyond the scope ol this pape - 
But we do not need to know more than that industrial research expen* 
tures (that is, business expenditures aimed at innovating primar y P 
time products and processes) have increased in this country „ 

$100 million in 1928 to $7 or 8 billion in 1958. Qeariy,a tech J 

slow-moving, if not essentially stable economy has become o 
technological flux, rapid obsolescence and great uncertainty. 










. "Long-range planning" is not a tern, I like or would have picked Wf * ‘ 

misnomer—as are so many of on, terms in ocmnm to and of 

"capitalism", "automation", "operations research , industr. 8 become 

-depreciation". But it is too late to do anything about the terms, it 

common usage. t »,nrmw (Harper and 

2 For a discussion see my new book The Landmai *s of 

Brothers, New York, 1958). 
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, 3 , here is the growing complexity both of the business enterprise 

3 ' „n nf the economy and society in which it exists. There is the 

interna { k which creat es increasing need for common 

growing s P ec, "' z „'“" , t , ndinj , and co mmon language, without which top 

vision, comm _ however right will never become effective action. 

_. j ^subtle' but perhaps the most important point— the typical 

businessman's a concept of the basis of entrepreneurial decision is, after all, 

2 JETmL still believe that these decisions are made W 

management” Indeed practically all text books lay down the dictum t 
"basic policy decisions” are the "prerogative of top management . At most. 

top management “delegates” certain decisions. ^ 

But this reflects yesterday’s rather than todays reality, let alone that 

tomorrow. It is perfectly true that top management must have the faisay, 
the final responsibility. But the business enterprise of today is no longer 
an organization in which there are a handful of “bosses” at the top who 
make all the decisions while the “workers” carry out orders. It is primarily 
an organization 3 of professionals of highly specialized, knowledge exercising 
autonomous, responsible judgment. And every one of them-whether 
manager or individual expert contributor-constantly makes truly entrepre¬ 
neurial decisions, that is, decisions which affect the economic characteristics 
and risks of the entire enterprise. He makes them not by “delegation from 
! above” but inevitably in the performance of his own job and work. 

For this organization to be functioning, two things are needed: know¬ 
ledge by the entire organization what the direction, the goals, the expecta¬ 
tions are; and knowledge by top management of what the decisions, com¬ 
mitments, and efforts of the people in the organization are. The needed 
focus—one might call it a model of the relevants in internal and external 

environment —only a “long-range plan” can provide. 

One way to summarize what is new and different in the process of entre¬ 
preneurial decision-making is in terms of information. The amount, diversity 
and ambiguity of the information that is beating in on the decision-maker 
have all been increasing so much that the built-in experience reaction that 
a good manager has cannot handle it. He breaks down; and his breakdown 
will take either of the two forms known to any experimental psychologists. 
One is withdrawal from reality, i.e., “I know what 1 know and I only go by 
it; the rest is quite irrelevant and I won’t even look at it”. Or there is a 
feeling that the universe has become completely irrational so that one deci¬ 
sion is as good as the other, resulting in paralysis. We see both in execu¬ 
tives who have to make decisions today. Neither is likely to result 
rational or in successful decisions. 


in 



For a discussion of this 
omorrow mentioned above. 


“new organization” see again my The Landmarks of 
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There is something else managers and management scientists might leam 
from the psychologists. Organization of information is often more impor. 
tant to the ability to perceive and act than analysis and understanding 0 f 
the information. I recall one experience with the organization of research- 
planning in a pharmaceutical company. The attempt to analyze the research 
decisions—even to define alternatives of decisions—was a dismal failure. 
In the attempt, however, the decisions were classified to the point where 
the research people could know what kind of a decision was possible at 
what stage. They still did not know what factors should or should not be 
considered in a given decision nor what its risks were. They could not 
explain why they made this decision rather than another one, nor spell out 
what they expected. But the mere organization of this information enabled 
them again to apply their experience and to “play hunches”—with measur¬ 
able and very significant improvement in the performance oi the entire 

research group. 

“Long-range planning” is more than organization and analysis of infor¬ 
mation; it is a decision-making process. But even the information job can¬ 
not be done except as part of an organized planning effort—otherwise there 
is no wav of determining which information is relevant. 


III 


What then are the requirements of long-range planning? We cannot satisfy 
all of them as yet with any degree of competence; but we can specify them. 
Indeed, we can—and should—give two sets of specifications . One in 




k 




terms of the characteristics of the process itself; another in terms of its 

major and specific new-knowledge content. 

1. Risk-taking entrepreneurial decisions, no matter whether made ration¬ 
ally or by tea-leaf reading, always embody the same eight elements : 

a. Objectives. This is, admittedly, an elusive term, perhaps even a meta¬ 
physical one. It may be as difficult for Management Science to d efl|e| 
“objectives" as it is for biology to define “life”. Yet, we will be as unab* 
to do without “objectives” as the biologists are unable to do without lie • 
Any entrepreneurial decision, let alone the integrated decision-system 'W 
call a “long-range plan”, has objectives, consciously or not. 

b. Assumptions. These are what is believed by the people who ma e 
and carry out decisions to be “real” in the internal and external univeise 

of the business. 

c. Expectations. The future events or results considered likely or attaina e. 

These three elements can be said to define the decision. 

d. Alternative courses of action. I here never is—indeed, in a true 
uncertainty situation there never can be—“one right decision”. Theie can 
not even be “one best decision”. There are always “wrong decisions , that 
is, decisions inadequate to the objectives, incompatible with the assumptions, 
or grossly improbable in the light of the expectations. But once ihcse have 
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rjswsH s ^-rj»sts 

unde anding. mention, if only because they have to 
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h And. tin ally, there are results. 

I ich of these elements of the process deserves an entire book by • 
But I think If e said enough to show that both, the process itse anc 
each element in il are rut it mat. no matter how irrational and arbitrary they 
ma\ appear. Both the process and all its elements can therefore be defined, 
can be studied and can be analyzed. And both can be im, i . d 'l' 1 " | l 1 
systematic ami organized work '"'' r 


i* 


;d. And both can be improved tnrou^n 
In par! u 1 ar, as in all rational processes, 
and strengthened as we define, clarify and 


»“• 4 — * " • 

he enure process is improved and strengthened as we define, clarify and 
mal>7c each of its constituent elements. 
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2. We can also, as said above, describe long-range planning in te 
its specific new-knowledge content. rins 

Among the areas where such new knowledge is particularly cogent 
be mentioned: . **. 


might 


a. The time dimensions of planning. To say “long-range" or “ h 

range” planning implies that a given time span defines the planning; aid 
this is actually how businesses look at it when they speak of a “five. ° 

plan” or a “ten-year plan”. But the essence of planning is to make present 

decisions with knowledge of their futurity. It is the futurity that determines 
the time span, and not vice versa. 

Strictly speaking, “short-range” and “long-range” do not describe time 
spans but stages in every decision. “Short-range” is the stage before the 
decision has become fully effective, the stage during which it is only 
“costs” and not yet “results”. The “short-range” of a decision to build 
a steel mil! are the five years or so until the mill is in production, 
And the “long-range” of any decision is the period of expected per¬ 
formance needed to make the decision a successful one—the twenty or more 

years above break-even point operations in the case of the steel mill, for 
instance. 


There are limitations on futurity. In business decisions the most precise 
mathematical statement is often that of my eighth grade teacher that 
parallels are two lines which do not meet this side of the school yard. Cer¬ 
tainly, in the expectations and anticipations of a business the old rule of 
statistics usually applies that anything beyond twenty years equals infinity; 
and since expectations ore than twenyy years hence have norma ly a pre¬ 
sent value of zero, they should 'eceive normally only a minimal allocation 

i present efforts and resources. 

* 1 ^ rue that, il future results require a long gestation period, 

they will be obtained only if initiated early enough. ! fence, long-range 
planning requires knowledge of futurity: what do we have to do today if 
we want to be some place in the future? What wil ! not get done at all if 
we do not commit resources to it today? 

If we know that it takes ninety-nine years to grow Douglas firs in the 
Northwest to pulping size, planting seedlings today is the only way we can 
provide fur pulp supply m ninety-nine years. Some one may well develop 
some speeding-up hormone ; but we cannot bank on it if we are in the paper 
industry. It is quite conceivable, may indeed be highly probable, that we 
will use trees primarily as a source of chemicals long before these trees 
grow to maturity. We nay even get the bu k o;i paper supp y thirty years 
hence from less precious, less highly structured sources of cellulose than a 
tree, which is the most advanced chemical factory in the plant kingdom* 
This simply means, however, that our forests may put us into the chemical 
industry some time within the next thirty years ; and we had better learn 
now something about chemistry. If our paper plants depend on Douglas fir, 
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our planning cannot treCS 

be absurdly long. If our 
But on other decisions «e ven dise an d selling it at auction, then 

business is buying up ”“ range future”; and anything beyond > 

next week’s clearance sale is ion b s 

'T'is thr/nature 5 the business and the nature of the decision which dote, 

mine the time-spans of planning. „ . ven „ This time decision itself is 

Yet the time spans are not. star 8 io the planning process. 

the first and a highly unpor ocation 0 f resources and efforts. It largely deter- 
It largely determines the alloca at too often that to postpone a 

mines the risks taken d o£ten irrevocable decision). Indeed, the 

decision is in itself a nsk-taicing «u d nature of the business. 

^ Problem of the time dimen- 

h. Decision structure ana ^ / 5 . ctniptnrp 

sion is closely tied in with that o wt-range planning are two single in- 
Underlying the whole concep { the business as a whole. 

sigh ts. We need an WgJ-" on ^ pToluct or on markets, or on 
There are r^lly no is ^ dedgkm has impact throughout the whole , 
people. Each majo Every decision is a move in a chess 

and no dccls,0 '' ls l | f enterpr i S e are by no means as clearly defined, 
game, except that the \ ta! are neither as neat i y distinguished 

There is no irte board^ a P ^ opportunitie5 f or dec 

"^“nTfires others/Every move, therefore, commits positively and 

Tt'm'e illustrate these insights with a simple example, that of a major 

"S « Reasonably clear to any student of technology (no. of 
steel technology but of technology in general) that steelmaking 
threshold of major technological change. WhM they 

and I would say morphology of technological development, might indicate 
A logical—rather than metallurgical-analysis of the process would even 
indicate where the changes are likely to occur. At the same time, the 
steel company faces the need of building new capacity if it wants to 
Rkeep its share of the market, assuming that steel consumption will continue 
to increase. A decision to build a plant today, when there is nothing but 
the oki technology available, means in effect that for fifteen to twenty years 
the company cannot go into the new technology except at prohibitive cost. 
It is very unlikely, looking at the technological pattern, that these changes 
will be satisfied by minor modifications in existing facilities; they are likely 
to require new facilities to a large extent. By building today the compan;-. 
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closes certain opportunities to itself, or at least it very greatly raises thti 
future entrance price. At the same time, by making the decision to post- 
pone building, it may foreclose other opportunities such as market position 
perhaps irrevocably. Management therefore has to understand—without 
perhaps too much detail—the location of this decision in the continuing 
process of entrepreneurial decision. 

At the same time, entrepreneurial decisions must be fundamentally expedient 
decisions. It is not only impossib'e to know all the contingent effects of a 
decision, even for the shortest time period ahead. The very attempt to know 
them would lead to complete paralysis. 

But the determination what should be considered and what should be 
ignored, is in itself a difficult and consequential decision. We need knowledge 
to make it—I might say that we need a theory of entrepreneurial inference. 

c. The characteristics of risks. It is not only magnitude ot risk that we 
need to be ab e to appraise in entrepreneurial decisions. It is above all the 
character of the risk. Is it, for instance, the kind of risk we can afford to 
take, or the kind of risk we cannot afford to take? Or is it that rare but 
singularly important risk, the risk we cannot afford not to take—sometimes 
regardless of the odds? 

The best General Electric scientists, we are told, advised their management 
in 1945 that it would be at least forty years before nuclear-energy could be 
used to produce electric power commercially. Yet General Electric—rightly- 
decided that it had to get into the atomic energy field. It could not afford 
not to take the risk as long as there was the remotest possibility that atomic 
energy would, after all. become a feasible source o< electric power. 

We know from experience that the risk we cannot afford not to take, is 
like a “high-low” poker game. A middle hand will inevitably lose out. 
But we do not know why this is so. And the other, and much more com¬ 
mon kinds of risk we do not really understand at all. 

w 

d. Finally, there is the area of measurements. 1 do not have to explain 
to readers of Management Science why measurements are needed in 
management, and especially for the organized entrepreneurial decisions we 
call “long-range planning". 

But it should be said that in human institutions, such as a business enter¬ 
prise, measurements, strictly speaking, do not and cannot exist. It is the 
definition of a measurement that it be impersonal and objective, that is, 
extraneous to the event measured. A child’s growth is not dependent 
on the yardstick or influenced by being recorded. But any measurement 
in a business enterprise determines action—both on the part of the measurer 
and the measured—and thereby directs, limits and causes behavior and 

. 7 r 

performance of the enterprise. Measurement in the enterprise is always 
motivation, that is, moral force, as much as it is ratio cognoscevdi . 

In addition, in long-range planning we do not deal with observable events. 

_ _ * 

We ddil with future events, that is with expectations. And expectations, 
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“f-i/'fc” and cannot be measured- 
being incapable of being observed an\^ ve [ t very rea ] problems, 

especially conceptual one, Ye, precjsely b^ and dete , 
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mines thereby not just what we s , Above a )| unless we build 
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m WeTiously also need for long-range planning m aru&rM knowledge 

-the knowledge withi respect to ^ ^ ra especially the human 

such knowledge as that ot the resources, n d kn0W how 

resources; their capacities an .^witness results and business decisions 

to “translate” from business needs business results an^ ^ ^ ^ 

into functional capacity and specialized effort , nQ 

tional decision there is not even functional data, just as 

functional profit, no functional loss, no functional incest““J; 

risk, no functional customer, no functional product and no funct.onanma^ 

of a company. There is only a unified company product, risk, 

and so on, hence only company performance and company results. Y 

the same time the work obviously has to be done y peop e eac 
has to be specialized. Hence for a decision to be possible, we must be able 
to integrate divergent individual knowledges and capacities into one organi¬ 
zation potential; and for a decision to be effective, we must be able to 
translate it into a diversity of individual and expert, yet focused efforts. 

There are also big problems of knowledge in the entrepreneurial task that 
I have not mentioned—the problems of growth and change, for instance, 
or those of the moral values of a society and their meaning to business. But 
these are problems that exist for many areas and disciplines other than 

management. 

And in this paper I have confined myself intentionally to knowledge that 
is specific to the process of long-range planning. Even so I have barely 
mentioned the main areas. But think I have said enough to substantiate 

three conclusions: 

i c?) Here are areas of genuine knowledge, not just areas in which we need 
dates. What we need above all, are basic theory and conceptual thinking. 

I (6) The knowledge we need is new knowledge. is not to be found in 
the traditional disciplines of business such as accounting or economics. 
It is also not available, by and large, in the physical or life sciei os. From 
the existing disciplines we can get a great deal of help, of course, especially 
M in tools and techniques. And we need all we can get. But the knowledge 
we need is distinct and specific. It pertains not to the physical, the biological 
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or the psychological universe, though it partakes of them all. It 
to. the specific institution, the enterprise, which is a social institution ej« 7 
in contemplation of human value*. What is “knowledge” in respect t^2 
institution let alone what is “scientific” must therefore always be del 
bv reference to the nature, function and purposes of this specific (and 
peculiar) institution. /Ijj 

(c) It is not within the decision of the entrepreneur whether he 
to Intake risk-taking decisions with long futurity; he makes them by defaj. 
tion. AH that is within his power is to decide whether he wants to mak 
them responsibly or irresponsibly, with a rational chance of effectiveness - 




ss, or as blind gamble against all odds. And both, because the proem 
is essentially a rational process, and because the effectiveness of •. 
entrepreneurial decisions depends on the understanding and voluntary efiara 
of others, the process will be the more responsible and the more likely» 
be effective, the more it is a rational, organized process based on knowledgi 

IV 

Long-range planning is risk-taking decision making. As such it it ft 
responsibility of the policy-maker, whether we call him entrepreneur •> 
manager. To do the job rationally and systematically does not change thjjj 
Long-range planning does not “substitute facts for judgment”, does aot^ 
“substitute science for the manager”. It does not even lessen the importance 
and role of managerial ability, courage, experience, intuition, or even h 
—just as scientific biology and systematic medicine have not lessened tk 
importance of these qualities in the individual physician. On the contrary, 
the systematic organization of the planning job and the supply of knowledp; 
to it. should make more effective individual managerial qualities of personality 
and vision. If :•§ 11 ( ' j 

But at the same time long-range planning offers major opportunity m 
major challenge to Management Science and to the Management Scien¬ 
tist. 4 We need systematic study of the process itself and of every one of i* 
HHk. We need systematic work in a number of big areas of 
knowledge—at least we need to know enough to organize our iporance. 

At the same time, long-range planning is the crucial area; it deals will 
the decisions which, in the last analysis, determine the character and w 
survival of the enterprise. 

So far, it must be said, Management Science has not made nu® 
contribution to long-range planning. Sometimes one wonders whether 
those who call themselves “Management Scientists" are even aware of t* 
risk-taking character of economic activity and of the resultant entrepre- 



* I would like to say here that I do not believe that the world is divided 
’managers" and “management scientists”. One man may well be both. Certain ? 
management scientists must understand the work and job of the manager, 
vice versa. But conceptually and as a kind of work, the two are distinct. 


1?.d 





long-range planning 


203 


i • r, Vai- in the lone run, Management 

nearial job of ^ and justly , be judged by their 

ability' to suppT the knowledge and thinking needed to make long-range 
planning possible, simple, and effective. 




171Principles of Market Planning 


This article discusses what a marketing 
be prepared. It covers in some detail 
development of an effective plan. 


plan is and how such a plan can best 
the successive stages involved in the 




The development of marketing plans and programs is rapidly becoming a 
staff function in modern business. Market research is already well esta¬ 
blished as a staff activity. In this case staff personnel typically collects facts 
and draws general findings which are useful to marketing executives in 
devising plans or determining policies. 

The next stage is that in which sales forecasts and budgets for marketing 
expenditures are worked out at the staff level, subject to executive approval 
The final stage is that in which staff units undertake to devise marketing 
strategies and recommend policy limits within which these strategies 

should operate. 

in only a few leading companies has staff participation and planning been 
carried to that extent. This is in marked contrast to military operations 
in which planning has long been recognized as a staff function. A top 
military command reserves to itself chiefly the function of J r which 
commonly takes the iorm of choice among alternative plans developed 
the staff level. The requirements of decision are equally exacting in large 
enterprise, so that an increasing pressure for planning at the staff level car 

be anticipated. 

( here is reason to suspect that one factor which is holding back the 
development of staff planning is the lack oi recognized principles of market 
planning. The executive can delegate market research to a staff unit hmm 
he has acquired confidence in the established techniques of research. Given 
these techniques, he has confidence that any two competed market jiu 
will come out to very much the same place as to the facts of a marketing 

situation. 

Planning has not been reduced to scientific techniques to the same extent 
and perhaps can never be wholly objective. Planning is to some exten 
an act of the creative imagination and is necessarily colored to some degree 
by the personality and experience o the planner. It is not too 
hope, however, that principles of planning can be formulated which Wi 
reduce the variability in the results arising from the personal element. 

This article is a first attempt to suggest a line of development for these 
principles of market planning. First of all, it is essential to define some o 
the elements with which planning deals and then to discuss the successive 






Source: From Cost and Profit Outlook, June, 1952. 
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s 'Soach” £ described as an over ‘ 

approacn •„ of business transactions. 
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I a becaus" .he 5 consist of an exchange of gooffs 

and services in accordan e b described as strategic transac- 

A .vBn vmSm f exten ff 5 over a longer period 

lions. The impact of n ” marke ,i„ g activities. It may 

of time or over a . , PYP u an p e of goods or services but as 

generally be regarded {uture movement of goods and 

contracts against which individual deliveries are mad but o n are y 
general understandings remaining in effect as long as tne s 

m sIebm!n«“ e impor,an. to distinguish between a plan and a procedure^ 

transactions. The problem with respect to a procedure is 

not normally raise the policy issues which are involved ,n broader 

T mo^ n ctm 8 prehensive deffni.ion of a plan is appropriate a. this 

point^A market plan may be defined as a program of action whlch ***% 
marketing goals and describes the means of attaining them in terms of 
time, space, and effort. From the viewpoint of the planner, policy■ 

More precisely, policy may be defined as a statement of the 
which plans and procedures must operate or of the genera 
which thev should follow toward the attainment of marketing goals. 

The first three stages in planning should determine the general type 

of plan, the scale of the effort and the design of the plan as visualized 
in full operation. Consideration must then be given to procedures to 

be followed in launching the plan and the critical review of the plan 

in relation to conditions which may affect its success. All five of these 
stages will be described in the following sections. 


FACTS, POLICIES. AND i LANS 

The occasion for planning is usually presented by a specific marketing 
problem. A problem arises from uncertainty concerning the outcome 
of plans and procedures now in effect. Modern marketing management 
is inclined to meet its major problems and make its plans on the Igfis of 
analysis rather than being guided by experience and insight alone, 
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One way to conceive o; this analysis is as a re-examination of the 
operating assumptions by which the executive has been guided. In day-to- 
day decisions he necessarily makes some assumptions about the character 
of his market and the effectiveness of various types of effort applied to the 
market. 

Before undertaking to improve on existing plans and procedures, it is 
essential that the factual basis of these operating assumptions should be re¬ 
viewed. The marketing executive may be visualized as operating on the 
basis of a sort of map. There are boundaries or limits marking off the class 
of consumers he is trying to reach or the trade channels through which he 
is willing to sell. There are routes over which he can move in attaining 
his objectives which experience or investigation has indicated are better 
than other routes. This map may have to be brought up to date by 
a validation or a revision of operating assumptions before a new plan of 
action can be devised. 

At this stage of planning, the general type of plan should be determined. 
Often a list of three or four major alternatives can be set up for considera¬ 
tion. The selection among these alternatives can be tested against the 
marketing facts and the statement of marketing policies. At this stage, 
the planner should be able to set down a brief description of the type of 
program that is visualized which will serve as the nucleus lor the in ore 
detailed plan which is to be developed later. 

Fundamental decisions as to type of marketing plan may include the issue 
of starting on a regional basis or beginning national distribution immedia¬ 
tely, selling directly to retailers or distributing through wholesalers, and 
bringing the product out at a high price with the possibility of reducing 
it later as compared with pricing it for the mass market immediately. A 
recent market-planning assignment involved a choice among several approa¬ 
ches to product promotion. The three alternatives considered were those of 
dramatizing the product, dramatizing the company, and dramatizing the user 
o the product. In this instance, the marketing facts and the sales policies 
of the company pointed unmistakably to the third alternative. 

THE SCALE OF MARKETING ACTION 

In determining the scale of a marketing operation the aim of management 
is the adjustment of effort to opportunity. This process of adjustment is 
complicated by the fact that effort is expended through a plan or program 
in which the various parts must in turn be proportioned to each "(her. 
Usually it is not practical to deal with the problem in terms of a simple coin 

tinuous curve relating effort to opportunity. | 

ft is possible, however, to set up limits as to scale and then attempt to 
determine the optimum scale of operation within these limits. The top 
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assumption as to the maximu 0 u°h proportioning of these total 

r.r,,fr..-.; i 1 ;.. —»- - 

result plan”. The starting pom in Qr some ot her operating 

minimum goal to be achieved during . "should then be made to list 

P-W. With this target ,n oud Irnmm ,•** t minimum pr0 . 

,h ' ""Sivaw"? wilUurn out that the maximum effort available is not 
s r c "' or to reconsider the 

marketing goals in order k £ “ si „gl e region or sales territory 

rrthl undenak^g national distribution from the start. Generally 
speaking, there will be some mnge for pbnning d^betw^ «» g* 

easier to identify an optimum scale of Gperation vvhich 
m the judgment of the planner represents the most effective application of 

Cl n" ion°T to the scale of operation is » major 

of operation may be quite inappropriate at a larger or smaller scale , 

determination of the optimum scale m«y tad dtmcfly tD deq moM M to 
whether brokers should be employed, whether salesmen should be specialized 
bv products or soldi bv territories, and what should be the mitia scope 
character of the advertising program. Consideration of procedures may m 
turn lead to a revised judgment concerning scale of operations. It may 
obvioiidy uneconomic to set up facilities for a restricted scale of operation 
if prospective growth will shortly render these facilities obsolete. 




DESIGNING A MARKETING OPERATION 





Having decided OB the general type or scale of operation, the next step 
is to design its structure in greater detail. A first problem is to determine 
the proper sequence of steps by which a product will move from its producer 
or sponsor to the ultimate consumer. The planner may start off by listing 
all the steps in what appears to him to be the natural order. This listing 
should then be reviewed to determine whether any of the steps arc 

unnecessary or whether the sequence might be changed. 

A previous i ue of the Cost and Profit Outlook dealt with what was 
called "the principle of postponement". According to this principle, any 
change in the form of the product should be delayed to the last possible point 
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in the distribution process and any change in its location should be deiaved 
until the last possible point in time. The principle of postponement is 
nothing more than a convenient device for testing each step for its position 
in the sequence in order to arrive at the most favorable arrangement of steps. 

In seeking to push a step as far ahead as possible it sometimes becomes 
apparent that it can be eliminated altogether. There are other steps which 
exhibit strong resistance to postponement and, thus, establish their right to 
a position at or near the beginning of the sequence. Having established the 
sequence of steps, the next concern is with structural balance among them. 
That is to say that each step should be in scale with those which precede or 
follow it. No step should be allowed to become a bottleneck on the one 
hand or on the other a bulge in which resources are wasted needlessly. 

Contingencies with respect to breakdown in the process as well as provision 
for normal operation necessarily enter into this phase of planning. The next 
phase is the coordination of steps or processes which must proceed simul¬ 
taneously or along parallel lines. Weaknesses in market planning are 
constantly showing up because of the failure to coordinate schedules. Goods 
are advertised to the consumer before they have been stocked in retail stores, 
point of display materials arrive too late for planned sales events, and inven¬ 
tories pile up during the course of changeover in models or merchandising 

methods. 



THE INSTALLATION OF A MARKETING OPERATION 




Too many times the planner visualizes a marketing p ; an in full operation 
but fails to work out the steps by which that point is to be reached. No 
planning job is complete unless it gives consideration to how the plan is to 
be launched or how the new operation or procedure is to be installed. 

First of all is the question of timing. Whether it is opportune to launch 
a new plan may depend on the season, the business cycle or a variety of 
factors in the current competitive situation. On purely strategic grounds, 
too much delay may put competitors on notice and dissipate much of the 
impact of a plan. Launching the plan too soon may mean slighting some 
of the conditions that are necessary to success. The most important single 
condition is that of making sure of adequate coopera'ion trom T i.u ' 
who will be involved in the plan. A marketing plan cannot be carried out 
by the sales executive himself, but will require cooperation from a number 
of branch offices or other units in his own organization and from various 

types of distributors and dealers. 

Adequate incentives for cooperation should form a part of the marketing 
plan itself but the sequence of steps by which cooperation will be obtaine 
is a fundamental consideration in launching the plan. Many marketing 
operations are wrecked at this point by unwise concessions or commitments 
which are made in an attempt to gain cooperation from key factors. These 
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the freedom of executive action, so u>«*i 
Artrlf — „ i f „,ohly cramped and reBricted. This hazard can be mimimzed 

U-ctoToTJ* plan as a separate problem mnl determin- 

iai ta to m** h»*t bow far to go in solkiting cooperation 









PLAN 





lbe pMnfog «eps which have been described so far proceev on the 
^ lesign and internal consistency routing the plan to t e 

.o,U to be tcheved. The final step should be that of criticizing and 
nr..**in?, the p'an in terms of other conditions which may afect us success. 

Fmt of a !, there are the secondary consequences of marketing operations. 
A plan way have a number of effects in addition to those that are intended. 
The proposed operation may be a very effective means of approaching 
a given market but may alienate other customers. It may stimulate coun« 
lernocn on the part of competitors *o an extent that largely ttuBIftes its 
benefits. A pu ttal p'an intended to change one aspact of a maCKttisg 
utioji -nav set otf a chuin reaction which requires a whole series o: 



LA related and yet sefwialc set of considerations pertain to the evaluation 
of murke risks, A plan calim^ for exjwBditm e over a period of years jp ; 
the marl*,rung of a product isi subject to the hazard ih.it the product 
[ m v become ohnolete during that time. A better product may be under 
* di vrlnpmei t in the company's own laboratories or ir those of competitors. 
It t« highly devrahie at the time a new product is introduced to make some 
judgment concerning the pressure tor lower prices which wil' accumulate 
u competiiion enters the he'd Not only the psiee a? which the company 
can produce the product today, but the price at which it might be willing 
to j^il »t toe \cari ahead, may be e>wntial to a marketing judgment. 

W'* 1 malls', there is the consideration of whether a plan is appropriate to the 
capacities of the marketing organization for which it is prepared. It might 
1* a good plan in the abstract but require too much in the way of adjust- 
i T '*nt to a new t\j* of market or changed marketing methods. As a final 
w jrsl of e ut an, it should be pointed out that the stages of planning cannot 
be separated as sharply in practice m the have been in exposition. Thus, 
suitability of the plan to the capacities of the organization is a criterion 
which 'h* planner should have in mind from the first and not merely in 
the firui crit. 1 , j] review The virtue ot explicit planning procedure is to 
make cure th it all of these considerations, are taken into account at some 
stace ii the process. Some formalization of the planning process is required 
j if market planning is to be widely accepted as a staff function. 





Long-Range Planning Work 


Bruce Payne and James H. Kennedy 

Modern long-range planning on a systematic basis is quite different from the 
intuitive judgment practised by managers in the past. The authors offer some 
sound suggestions as to how to make long-range planning operational. 

In most progressive companies, it is no longer necessary for executives 
to be sold on the values of long-range planning. The advances of modem 
technology and the effects of changing business conditions have made com 
placent drifting and intuitive judgment luxuries that today’s managers cat) 
no longer afford. A sound, realistic plan for future action can spell the 
difference between corporate prosperity and failure in the years to come, 
and forward-looking managements are adopting the principles of long-range 
planning to minimize the risks that lie ahead and to insure optimum results 
from the development of their company operations. 

WHA i IS LONG-RANGE PLANNING? 


Long-range planning (LRP) is a new management technique that co¬ 
ordinates all the people and functions of a company in the achievement of 
practical goals, developed on a scientific and objective basis. It is much 
more than business forecasting, which involves trends and projections; long- 
range planning goes further, helping management to determine how to take 
advantage of the trends, how to minimize the effects of unfavorable trends. 



and how to attain reasonable and profitable objectives. 

N< v hing in the company can be overlooked or omitted in developing a 
long-range plan. Time-tables, specific plans, well-defined responsibilities, 
checks and balances, and intermediate as well as long-range goals must be 
developed tor every facet of corporate operation. In most companies, this 
organized plan outlines a guide for management action for at least five or 
ten years, ard it provides a detailed plan of operation for at least two years 
in the immediate future. 

KE T STEPS IN LONG-RANGE PLANNING 

* r ie experience of the leading companies who have adopted long-ra - ' 

Source: i to The Management Review, a publication of the American Manage¬ 
ment Association, vol. 47, February. 1958, pp. 4-8, 73-79. Bruce Payne: Bruce 
Payne & Associates, Inc. J. H. Kennedy: Bruce Payne & Associates, Inc. 
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i „;„a k now beginning to crystallize into a rather definite pattern for 
to 1 development of an effective plan. With judicious interpretation these 

steps can be applied to the long-range planning efforts of practica y y 
company, large or small. 

1 Define and state corporate goals 

Put the corporate goals in writing, and make sure that everyone who has 
anv part in determining or achieving the goals understands them. 

Obviously, no firm can engage in long-range planning without knowing, in 
some detail, the real goals of the company. But how well a!: usuuny 

understood? Yours is an unusual company if even the key executives can 

agree on what the corporate goals really are. 

Clear, mutual understanding of corporate goals, then, is part of the pre¬ 
paration for LRP. The basic corporate goals should consist of much more 
than a simple statement such as “To make money”, or "To return 5 per cent 
annually on investment”, or “To be first in volume in our industry”. Goals 
should take into account, practically, such factors as: 


Risk (“We might triple sales and be No. 1 if we are successful, but if the 
plan fails we might lose our present position and seriously endanger the 

business. Is the potential gain worth the risk? ) 

Timing (“Does it really make any difference if we get there in 1965 

\ or in 1970?”) 

People (“Should we restrict our goals to those that can be achieved with¬ 
out major executive changes? What is our attitude toward our employees, 
our stockholders, management, the trade, the community?”) 


2. Measure achievement of corporate gods to date 
This measurement requires complete honesty. It calls for stepping back 
from day-to-day operations to form a completely objective assessment of all 
strengths and weaknesses, both within the company and outside in the 
market. 

Because utter objectivity is extremely important, the over-all assessment 
is often best accomplished by a competent consulting firm. This step in 
LRP is, in effect, a corporate audit, and should include consideration of over¬ 
all policy and management, financial position, sales and marketing, organi¬ 
zation and staffing, physical plant and equipment, manufacturing effective¬ 
ness, research and development, quality control, personnel administration, 
advertising, and public relations. 


3. Bolster weak areas; tighten management controls 
Once any corporate weaknesses that do exist have been recognized as 
% such, it is relatively easy to take steps of improvement. Such correction 
should be made before a company progresses any further with LRP. 
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This is also the time to tighten any management controls that q 10u \j j 
prove inadequate. The long-range planning function, a nerve center of 
company, naturally requires current information in many forms—safes V 
statistics, financial position, manufacturing data, economic projections. How-jfl 
ever, since this same sort of information is needed by top management and 
functional officers in their day-to-day and short-term activities, strengthening fl 
the existing control system is preferable to establishing separate controls for K 
the use of the LRP function alone. ■ 

4. Write the plan and get it accepted I 

Although modern LRP is a discipline and a way of thinking, the plan I 

should be put on paper to insure against possible omissions and to assure I 
mutual understanding. I 

Each executive who is to share in the work of accomplishment should ■ 
read and understand the entire long-range plan as it pertains to his function I 
and to the company as a whole. This is the time for ironing out the details I 
and smoothing over any personal differences or interpretations. Once the I 
plan is accepted, further changes should be discouraged, so it is well worth I 
while to devote several weeks to this step. I 

5. Put LRP to work 1 

In order to keep the plan up to date, progress should be checked regularly 

and revisions or alternate plans made when necessary. This is where the | 
hardest work must be done—often without the glamor or enthusiasm I 
associated with the LRP project when it was new and exciting. I 

The plan should be audited every three months in the beginning, once a I 
year after that time. Projections and detailed plans should be re-extended I 
into the future with each audit of the plan; e.g., the 1958-1963 plan will be I 
extended in 1959 to cover 1964, and so forth. I 

MAKING LRP WORK 

Successful long-range planning is not easy. The basic requirements for 
making LRP work are fresh thinking, real decision-making, and hard work, j 
Fresh Thinking. It is, of course, natural to expect executives to think 
primarily about their own areas of responsibility: the controller about 
money matters; the chief manufacturing officer about plant, equipment, 
materials, and personnel; the top marketing executive about sales foiecasts 
and share of market. In many companies, most of the coordinating between 
these somewhat diverse interests is done personally by the president or an 

executive vice president. . 

Through a sound long-range plan, executives become more interest 

in the company as a whole. Because they see where the company is hea e 

and understand the role played by each function, they can apply themsehns 
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eveu more strenuous* to the 

*V e Tn“ " ^ tn open and receptive to 

Ch Sh'on-M r , Fuzzy 

Ownership and management, hav g important 

ssr t tjwsr ? 

be S SSg instrument-no, a 

W^r LR^ to be effective, must be a living instrument-no, a 
confidential report in a locked drawer. Like true cost reduction, it is a 
philosophy that needs daily application and attention, frequent review, and 
constant interpretation. To make LRP work, therefore, management mu t 
roll up its sleeves, throw away tradition if necessary, and pitch in. Timid 

“ : fny ,0 a course of action which, although flexible enough to meet ma,<* 
changes in conditions, is rather definite. But most executives today realize 
that, although it takes hard work to attain the established goals, it is to 
more dangerous to allow the company to drift along with no definite goals 

to work toward. 


GETTING PARTICIPATION IN LRP 

Long-range planning will work if top executives have confidence and faith 
in it. Since it is a primary responsibility of the president or chief executive 
officer, it is most essential that he personally lead the planning effort. The 
president’s enthusiasm and support will filter throughout the organization, 
and the people who work daily with the plan will make LRP work by striving 

to meet its time table. 

Much of the real work in LRP takes place long before the first plan is 
written, and one of the reasons for he success of today > plans is the effort 

in preplanning—planning for the planning. 

When a company has a plan for the future, it is bound to have an effect 

on the people in the company. The reasoning might go something like this. 
“If sales are going to double in the next live years, we’ll probably need more 
District Managers. I’d better work to get one of those jobs. When a man 
can see something for himself in his company’s long-range plan, it is not hard 
to get his cooperation, 

Beginning with the preplanning stage, as many people as possible should 
^ participate in creating the long-range plan. Give a little here and there so 
that more people can point to a little piece of he plan and say, “That s 
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my idea, my contribution”. Soon the association broadens an i ,i 
LRP effort becomes “our plan”. ’ the enti * 

One proven way to achieve participation is through a Long-Range pu 
Board (purposely given the designation of “Board” rather than «rL. 7*1 
to distinguish LRP as a top-level matter). Membership on the LRpT^ 
should rotate, thus giving more executives an opportunity to present ? 
ideas and become acquainted with the long-term objectives and ' 
of other corporate Junctions and executives, 

THE IMPORTANCE OF OBJECTIVITY 



Every company has weaknesses, and it is just facing facts to recognize 
them. A long-range plan should build on corporate strengths, but it should 
be tempered in its aims or timing by any weaknesses that are recognized 
Many of these weaknesses can, of course, be corrected. For example, the 
need for additional market research often shows up during the original 
‘'corporate audit”. If the company is large enough to support a Market 
Research Depar ment, the function should be organized and manned before 
the first Long-Range Plan is put into effect. 

Other weaknesses musi be tolerated for reasons beyond management 
control. If, for example, the Vice President for Sales holds his position \ 
because his family owns a significant share of the company, this hard fact 5 
must be considered in planning. If this executive is weak on factual analysis, 
give him an assistan who can handle that aspect of the job. If it's clear 
that, regardless of his ability or performance, the man might be the next 
president, face that fact and plan on it. Be objective, and the long-range 
plan has that much additional chance of success. 

The importance ol objectivity was clear to one young company in the 
electronics industry that had been built around a single product. As the 
firm expanded into a related product line, annual sales climbed to over a 
million dollars in a few years, largely on defense work. 

A cutback in deiense spending for the items manufactured by tfcM 
company caused it to look seriously into the future. A decline in sales 
and profits triggered thinking about long-range planning. 

The company entered LRP with some rather grandiose ideas about cashing 
in on :he consumer electronics business, perhaps in the television field. 
But management, when (breed to be completely objective, soon recognized 
that the company’s greatest strength was in its superior engineering ability 
and its production facilities \or a high-quality, low-volume product. 

By being so objective and putting aside personal ambitions to be “some- 
one” to U.S. consumers, management was able to capitalize on the companys 
basic strength. Market research pointed out six industrial markets f r ' 
company’s basic product line—industries where the products could - u 
in automation. Sales and promotion efforts were focused on these six specific 
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gggj *"ip^tonciauy and 
b^me experienced in the necessary sales service. 

.SETTING INTERIM ' OALS 

One reason that old-fashioned forward planning rarely worked was the 
1 J .V n which interim goals were set. The so-called planmngof 

e! Z ago was often the result of a blue-shy 

»lone weekend in some secluded lodge or resort. The c*t mists led the av, 
the goals for the next year or five years were frequent y pegge more 




then, for lower echelons of management to put little faith m 
that we. seldom or never achieved! Modern LRP, to regain the 
*onfidence of the entire company. swings the pendulum back beyond center 
to compensate for existing attitudes. Goals for the first year, or examp , 
ire ten set quite conservatively, with goals for subsequent years set c 
to actual expectations. Alter one goal has been achieved, people at all 
levels rightfully take pride in the achievement and tackle the next goa 

without skepticism. , 

Another interesting aspect of interim goals is enthusiasm and support they 

can engen r in people. It is not unusual to hear of young managers insisting 
On higher interim goals then going right ahead and achieving them. 

OVI R CO MING RESISTANCE TO LRP 


The case of a well-known manufacturer in the musical instrument industry 
cor ms the value of setting realistic interim goals. This company had 
experienced a leveling-off in sales and profit . The old-timers were not 
upset, but younger board members, brought in during a recent period of 
additional financing, thought that the time for long-range planning had come. 

The younger executives (they were in their late forties compared with an 
average age in the ties for the older group) favored the adoption of a 
lower-priced line of instruments. But the older men, who had built the 
uect ful c rapany, tv'! dm thi comptnv top product was the recognized 
quality leader in its field, and other products in the company’s line shared 


in this high-quality image. 

A mai I study of the com ny*s external strengths and weaknesses con¬ 
firmed the above reasoning, tun p* unted out an opportunity in the lower- 
price, lower-quality market. There were also opportunities to increase sales 
through better advertising and promotion, brand management, stronger dealer 
service, and the addition of more competent dealers. 

\ Ideally, the long-range plan should have recommended immediate manu¬ 
facture and sales of the lower-priced line, before competition became so 
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strong that entry into this part of the market would be more difficult 

the very idea of selling a lower-priced product was a terrible shock t ^ K 1 

older executives, so modified interim goals were adopted: all the ° ^ 1 

mendations were accepted, except those involving a low-priced mT ' 

This procedure allowed achievement of the goals without major oppos ; T 

from the older men, thus gaining their confidence in the over-all plan 2* ( 

giving them time to get used to the idea of making and selling an instruiJ! I 
for the high-volume market. a I 

BUILDING FLEXIBILITY IN THE PLAN 

A frequent criticism of long-range planning is that it encourages inflexi- 
bilitv, and that it just “can't be applied" in certain industries where 
seemingly uncontrollable factors control the business cycle. But modem 
LRP, being a practical and objective management tool, incorporates alter¬ 
native plans to be put into effect in the event of an unexpected business I 
recession, a major war, or a significant change within an industry. 

In the current profit squeeze, for example, companies with comprehensive 
long-range plans know where they can pare costs without impairing achieve¬ 
ment of long-term goals. Companies without LRP that engage in the usual 
paper-clip and pencil" campaigns to reduce costs often damage relationships 
with employees or with suppliers and customers far more than is warranted 
by the actual dollar savings. 

One major processor of a basic raw material, which has an almost un¬ 
limited choice of markets on which to concentrate, was faced with the 
problem of retaining some measure of flexibility while continuing to sell 
on a selective basis. How could it pinpoint markets to serve selectively 

not offering a complete line to every U.S. industry—while maintaining 
flexibility? 

The answer, developed as part of this company’s LRP, was a new method 
of determining market suitability that puts numerical values on many of the 
tangible and intangible factors usually studied by management when a new 
market or a change in emphasis is being considered—growth, sales cost, sales 
leverage, competition, distribution structure, etc. It has been applied in 
varying forms in several leading firms, but in the processor’s long-range 
planning the analysis is done on a continuing basis. 

This new tool, developed as a byproduct o LRP, has given this com 
the flexibility to spot trends that affect the profitability o its sales in all 
major marker -with full consideration of management objectives and com¬ 
pany limitations. 

U the preparatory work of LRP is done well, a lot of enthusiasm will be 
generated within the company. Management must take advantage of tms . 
initial interest to get the first plan written and in operation within 
months of the start of the project. Any planning that takes longer than 





six months to gel 
the ground. 
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started stands a very good chance of never 


getting 
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Even though scute of the 2 * — 

■jtWSJSi r^ns'hetutA, US dally op— 

nd its LRP all in tune-with each other. 

. Assign Specific Responsibilities . f long-range planning and 

The president holds 7 Committee, or , 

:onsultant but he may we 1 <* £* . <£"£££ of planning, 

. focal point for all LRP information. But the presrdent alone returns 

lecision-making responsibility. objectivity 

Thp nresident may also ask a consultant to make use 01 i * 

XTZSmLC - recommendations 

will still remain with the president. . - t comP i e te. 

H a new plant is to be built three years from now, the *ec*t: respcms 

ties for site selection, construction coordination, equipmen 

installation, financing, etc. should be assigned in the “ 

each subtask. The more job functions that can be actually namedI in jhe bamc 
plan, the greater will be the feeling of participation and chances of acco 

^Notetfie emphasis on timing as well as people. A master time-table for 
at least five years ahead, outlining who does what in eac mont , is per 
the most vital document in the entire plan. 


2, Make Frequent Progress Checks . . f 

The most effective long-term measure of the value of planning is, ot 

course, profits. Although the determination of profitability would require 

a comparatively long period of time, it would be unrealistic to assurnC' 

a company should wait years to determine the value of long-range planning 

or to assess corporate progress towards long-term objectives. 

Earnings and return on investment are only one yardstick for measure¬ 
ment of progress. The president should be constantly informed of actual 
* accomplishment in comparison to the master time-table, and he should 
develop such other measures of the progress of his company as rate of 
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pfoyee turnover, progress of competitor*. 



«t rigidity RMHt wwnpany every uuf-tMp ^ 
because U?P commits a company to a specified course of action. T>e, 




ba s ie 






abandon one gegment of the p ! an. to ebas tt <«* i 
even to toss the whole plan out 

dent trust stand firm against mo't of then fugs 
tat be most also have the wisdom to revise the plan or adopt ■* m 
ah'’motive courses when necessary. < 

Tevhrolocy in ant industry mav experience a great advance throngl & 

uenvery of a new material or a now 

ing habits or economic conditions, a cowpm,_ 

sd quickly enough to take early **▼*»»»™ 

v«jch significant diifts, but not so fast that the plar is 

"ted t© meet abort-term conditions 
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Or LONG RANGE PLANNING 




Companies that have applied f he 
have noted many benefits. 




long-range 

and some a *e 




Crisis mansfemert becomes lets pronounced. Most of the Mtsj’re 
that can compound a crisis are c lered in LRP. ao fire-ftghtmg auami 
meet by exception tends to disappear. Greater emphases cue he * 
the posithe Nde of franugement by exception, analyzing outst* 
roodieriormaci rather than remedying mistakes, I 


Skoet-terrn dips assume less significtpice. If the corporate eye ; 1 
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focused over the horizon—on conditions that will prevail after five 
-lore vears of ropulation increase and Improved standard of hviiw -dw 
a few rooMths of lower v»les do not appear to be so devastating 
not encourage complacence, but it enables a company to view 

event* ftt perspective. 

Veic markets ore entered as soon as possible. Any firm 

to Europe, ftir example, or firms that have been con~»derin < ^ 

ill be greatly affected by the European CnUNB 
that looked ahead could have seen this move * * 
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pl Long-range planning is working ^ cordate action. It 

m ent service to anticipate corporate is made more 

is a mark of industrial leadershipbywh S n ^ their industry. 

effective and good ^““^J P !_ take „ from many of the country's 

leading corporations—are enou 0 h J is the mos t significant 

vincing that long-range planning, in its modern sense.^ 
advance in management thinking of the cur 


l 


19/Decisions Involving High Risk \ 

Paul E. Green _ j 

This article questions the adequacy of traditional planning techniques for coping m 

with the increasing complex problem of business planning. It is argued that m 

conventional techniques suffer from two deficiencies : I) a lack of a suitable I 

conceptual framework ; and (2) the lack of a means of implementation. The § 

author suggests that greater use of the Bayesian approach to decision-making ■ 

under uncertainty will prove highly successful to most firms. I 

Concomitant with the growing complexity of business operations, the i 
faster obsolescence of products and processes, and the increasing costs of 1 
technological development, the function of business planning is growing in I 
stature. As the costs of wrong decisions continue to mount, as well as I 

‘ he costs oi delaying even the right ones, it is not surprising that more 1 

attention is being devoted to the problem-search and problem-solving I 

activity which business planning should embody. I 

If, however, the need for this function is becoming more apparent, might 1 
he r raditional techniques of business planning be insufficient to deal ’ 
adequately with the need? And if so, what other procedures might be 

used advantageously? | 

As a basis for examining these questions, 'et’s start with the term busi • I 
ness planning . This term refers to activities associated with making high- I 
level, high-risk decisions, taking into account the relationship of the firm 1 
to its environment and involving deployment of significant amounts of the ! 
firm’s resources to reach its longer term business goals. 

Peter Drucker, in Long-range Planning , Challenge to Management Science} 
has cogently expressed the decision aspects of business planning by first 
describing some things which planning is not. He says, for example : 1 

I * “(Long-range planning) is not forecasting.... Any attempt :o do S01 
is foolish. Human beings can neither predict nor control the future— 

2. “ ... it does not deal with future decisions. It deals with the futurity 
of present decisions ... 

3. “... (it) is not an attempt to eliminate risk. It is not an attempt 
to minimize risk.” 

1 Management Science, Apr. 1959, pp. 238-40. 

Source: From Advanced Management—Office Executive, vol. 1* October. 

1962, pp. 18-23, 34. Paul E. Green: Market planning and marketing research 

activities, Textile Fibers Department, E. f. Du Pont de Nemours & Co., Inc, 
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. _ _ p “ricV.takina dccision-miiking •) 

(Dnicker defines fl0 " e '”a 8 TcisT-maker are thus properly viewed as 
The Tine w!th"present decisions (which carry future impl.cat.ons) or 

L what Drucker calls the ^ a complem entary concept- 

% Moreover, the planner mu . . That is the planner must also 

S^SrtSX-5 maintenance of status q uo, can be 

•trtnc;.'™ TTusiness plannings. 

oriented rather than merely a.constdera.ton « ^^arocteri.tics of 
lor the firm. With this view m . . decisions of busi¬ 


er the firm. With this view m decisions of busi- 

traditional planning techn.ques for dealing with the hsk 

Mss planning. procedures tend to emphasize end-of-planning 

1. Conventional planning procedures an d costs 

period, or snap-shot. ie P * of act ion under evaluation, 

through time whtch are 'tHU A IO <o pwfM , , simp l e 

In lome planning studies no atump required to reach the 

accumulation of profit experience troug^^ P period. 


accumulation oi prom cm- ”™ ■ , B of the planning period. 

2. Associated with the preceding characteristic is hat little fo ■ 

._»uami»c and costs to preseni 


use 






2. Associated witn tne pici.cum b . t value to 

i> made of discounting longer term revenues and CQSls , ' r basis 

1 The complesily of real business problems tend, .0 * 

polling procedures of one sort or mother where perso 1 * R 

particular i rets of the firm's activity -such as experts on end «*•*«** 

or pel ve activity -are nked » ^ ru tcs. 

cular sphere of expertise, sometimes subjec ‘ . . t u e 

Planning activity, at least in large corporations thus ten .. . 

activit of many persons in the organization even though coordination y 

be restricted to a relatively small study group. 

4. Estimates obtained by this polling procedure, however, are usually 

stated in -certainty equn ..lent” terms. That is, rather than being asked 

to state their estimates m terms of a range of responsibilities or to attach 

numerical probabilities to the occurrence of alternative future events, ^ 

* . 1 _ i 1,^ MfiAhaKId 


numerical probabilities to the occurrence ui ..., „ 

contributors are usually ssked to supply simply a single, or most prma e , 
estimate for tho subject areas which fall within their purview. 

^ ^ . _ * / 1 am I t^ndC tfl 




timate for those subject areas wmen lan wiuira mm 

5 I ho selection of alternative courses of action for evaluation^ ten s to 

be narrow. Emphasis is placed on reducing some feasible set to a rt presen 

ive M subset of courses of action. Emphasis is also placed on the search 

1 >r dominant courses of action—such as those acts which are expected to 

yield at least as large a payoff as some other act under all states of nature 
t _:___i _ ^iciAni hAino iMmidfiffftd fand yield 


yield at kttt is large a payoff as some oiner aci unutr an ^ 

(env nmental factors affecting the decision) being considered (and yield 

\ larger payoff under at least one of those states of nature). 
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6 Little or no attempt is made to consider even low-order i„* 
of the courses of action being evaluated. lntera < 

7. The problem of formally considering the corporate multiple eoit i , 

ture is usually avoided at the outset of the study— that is in th 8 ^ S 
process used for obtaining candidate courses of action. Some tvJ 
check list may be used in this screening process. >Pe oni, ‘ 

A portmanteau variable like total profits or return on investment k 

usually selected as the payoff criterion to be applied to those 

courses of action which have survived the screening test. Risk attitudef^ 

not explicitly analyzed by means of utility functions or similar concey 
devices for dealing formally with risk. m 

8. Little or no attempt is made to test the sensitivity of the outcomes 1 
the study to departures in the basic assumptions. 

9. Few formal devices are used to incorporate feedback data from ft; 

held, such as market surveys or early sales results. Insofar as the use 4 

informal means, such as salesmen’s reports, is concerned, the typical! 

unreliable aspects of early feedback data tend to be neglected in the sed 

that highly generalized inferences may be made on the basis of a very smai 

sample, particularly if there exists some “spectacular event” in this sample, 

such as, “Company ABC definitely does not think that the new product ha; 
sales potential” ! ,j P 


tl 




CONTAIN SEVERAL INADEQUACIES f 

Apparently traditional planning techniques contain several inadequacies I 
or coping with planning problems. For example, although uncertainty I 
abounds in business planning problems, few attempts have been made to I 
ttttcoTporate a probabilistic 1 amework in planning analyses. Although the I 
uturity aspects of present courses of action are important, relatively littlij 

* 1 . K 11 ting function and similar capita; budgeting took I 

e deficiencies of traditi aal techniques might be grouped conveniently I 

two classes (a) lack of a suitable conceptual framework within which I 

t e characteristics of planning problems can be viewed ; and (b) lack of 1 1 

means to implement this conceptual framework from a computational stand¬ 
point. 1 I 

It is hardly surprising that relatively little use (at least by business ! 

planners) has been made of the procedures developed under the general 
heading of decision theory. 

First, these techniques are, for the most part, of recent origin. Moreover, 

. 0 contributions to this subject have had rather specialized di* 
ri ution, and they have been associated with areas of interest (such as thft 
oun ations of statistics) that are typically outside the purview of business 

planning personnel. 
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• th , reC ent book by Robert Schlaifer, 

A notable excertion, howeven^^^^ DtCisio „ s . * This particular work 

probably and Statistics f . cornp lete procedures for dealing with 

•fers one of the most d £*£, approach’ available to 

decisions under uncertarnty, n.muv 

the business planner. ,wUion-makine under uncertainty provides a 

The Bayesian approach economic costs of al.erna.rve 

Iramework for explicitly wo ' k '"® „ iudgme „, 5 of the planner, and 

;rr :u"f & XS& - 9BS - -— 


into the problem. 


describing it in terms of questions 


While the full richness of this set of be described 

• -3 « < ** ,0 

cope. These questions are 


•c it amative courses of action (such as different plant 
1. ( en specific alternative effectiveness is dependent upon 

rjj T*Z2L -states f s;r» 

—■<—«* *» •* 

prevail? , . . .. , ost some type of data-gathering 

2 Given the opportunity to conduct, at a . . ■ . . / ker “purchase” 

activity (such as a consumer survey), should the deosio ^ P.^ 

more data hearing on the chances that a * er " at ‘!® c some “ besl ” act now 

and then take terminal «*wM hg , d ’gLg* 2TJSi thc 

and forego the collection of additional dat . 

data collection be designed? . . s-imnlinc error 

Given the additional data (frequent y su iec: use the additional 

and systematic e 'r or bias), how can the dcci. ' „ of tbe 

data to modify hi. taittally held judpments about ,b._OCCurrencc of 
alternative slaics of oarure deemed relevant to the problem and then taV 

optimal action? 


EATURFS OF THE BAYESIAN APPROACH 



An oversimplified planning example may illustrate some of the features 

of the Bayesian approach. , , . 

Assume ,t decision-maker is faced with the problem of choosing an appro- 

priate plant addition for the commercialization of a modified textile yarn 


1 McGraw-Hill Book Co.. 1959. . ,_ . ... 

• The so-called Bayesian approach owes its name to a central feature of the 

procedure, Bayes’ theorem, named after its developer, Thomas Bayes. 
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(caned, say, Texce!) under an uncertain future ,Jt mi 
modification. ^Tl 







^ planf fiOO —"e.»* iviwiitv hj wukuu, woVK] 

iated with idle capacity. Building a plant too snail, relative t ^ 
would result in costs associated with both profits fortpoae ad k 
opportunity lor competitors to iacrea a c th eir s har e at th,» ' 




***** 'WfiMt 


:«7 Fiber Forecasts 

Aclaat 9*4 Altf 




1000 


70,0 



50,0 


30 0 


30 0 


10.0 
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If we assume the decision-maker is considering four alternative phrt 
si*/®— A, B, C. and 0—fangjng from large to sm.il!. then if the denMr4 
were high, payoffs Would tend to favor the A plant addition, while if fr* 
demand were lew, payoffs would tend to favor the D plant addition, 
Assume that the firm*# marketing personnel have attempted to forte® 
iittrfctne levels of potential i^ales for the product (states of nature s 
Bayesian parlance) and they believe that some levels are more hkeh • 
occur than others. These a temative levels appear in < igure I, Subfrctiw 
probabilities of occurrence hive been assigned to each forecast, 1 through ^ 
The planner must then consider the payoffs over the whole planning r* r ^ 
vrtiich would te associated with the combination of each plant size ad^- 
forecast. These calculations would typically take into account the flows ^ 
rrreaues and costs after ce r ta;n assumptions have been made on competiti** 
peh iv or, pacing, and similar considerations. 

la this example, fi^uinc that the payoff (say, in discounted c*sh 
asaooated with the conjunction of each alternative course of action an<iwck 
alteraatrve state of nature ‘potential sales) has been summarizec' as 
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DECISIONS INVOLVING H i' 1 i 

pioure 2 Texcel Problem 

Table 1 Pavo# Mat rix—Unweighted (Entries-MM 

Sales forecast 

Capacity addition - 
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strategy 


A 

B 

C 

D 


30.8 
28.3 

14.8 
7.3 


21.7 

23.6 

14.2 

6.5 


(-) 


2.2 

8.3 

10.9 

5.1 


( 

( 

( 

( 


•) 29.3 
■) 17.8 
) 9.8 
■') 7.2 


Table 2 


Originally Weighted Payoff Matrix (Entries-MM 


> 


Sales forecast 


Capacity addition 
strategy 


1(P = ,06) 2 (P = .43) HP = 36) 4 (P = .15) 


EMV 




A 

B 

C 

D 


1.85 

1.70 

.89 

.44 


9.33 

10.15 

6.11 

2.80 


(—) 0.79 
2.99 
3.92 
1.82 


(- 

(- 

(• 

(- 


) 4.40 
) 2-67 
■ ) 1.47 
•) 1.08 


5.99 

12.17 

9.45 

4.00 



Table 3 Equally Likely Weighted PayoffMatrix 



Capacity addition 
strategy 


A 

B 

C 

D 


1 (P = .25) 

7.70 
7.08 

3.70 
1.83 


Sales forecast 

2{P = . 25 ) 

3 (P = .25) 

4 (P = .25) 

EMV 

5.43 

5.90 

3.55 

1.63 

(—) 0.55 
2.08 
2.73 
1.28 

(—) 7.33 
(—) 4.45 
(—) 2.45 
(—) 1.80 

5.25 

10.61 

7.53 

2.94 









in Figure 2. Table 1. If the high sales forecast (Forecast 1 in the chart) were 
to occur, then strategy A (large plant) would provide the highest payoff. 


APPLYING SUBJECTIVE PROBABILITIES 

"I Under forecast 2, strategy B would provide the highest payoff, and so 
M on However by applying the subjective probabilities associated with the 

occurrence of each forecast, as noted in Figure 2, Table 2, strategy B pro- 
r l vides the highest expected monetary value, EMV, and would then be selected 

under the Bayesian approach. . 

?■■ Moreover, to test the sensitivity of the best choice to changes in the fore¬ 
cast probabilities, it is noted in Figure 2, Table 3, that assignment of an 
> t- equiprobable measure (0.2f> probability to each forecast) would not change 

d & the decision to select the strategy listed as B. 
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In this example, many other features of the Bayesian approach have 
omitted. * Still, the illustration, though brief, does demonstrate the P i a . 
need to consider alternative environments and their associated probabiljt * 
of occurrence, flows of revenues and costs, and the use of sensitivity anaiv 
to indicate how' the profitability of the “best” strategy might behavi ^ 
changes in the assumptions underlying the analysis. 

However, as can readily be imagined, the calculational burden associated 
in dealing with the complexities of actual problems goes considerably bevmi 
what is illustrated here. 


e ''its 



IMPLEMENTING BAYESIAN APPROACH I 

It is hardly surprising that the use o:f an electronic computer can assist I 
materially in implementing the Bayesian approach as well as in other areas I 
of business planning activity. For instance: 

1. The computer can be used in screening possible courses of action. In 
diversification planning, for example, the usual procedure is to set up a list 1 
of criteria, against which candidate products and/or companies are matched, j 
In large-scale programs of this sort, the computer can provide a ready means 
to perform this screening function. 

2. The computer can be used to explore relevant states of nature via 
various types of forecasting models. Not only may the usual techniques ol 
regression analysis and related statistical procedures be employed, but also 
forecasting models incorporating various dynamic features can be devised 
and tested retrospectively on the computer. 

3. Alter various courses of action or states of nature are screened, the 

computer also provides an effective way to implement the Bayesian model 
For example: • , Jj 

a. The computer provides the capacity for expeditiously evaluating a 
greater number of courses of action, if relevant to the problem. 

b. The computer may be used to establish the initial payoff functions- 
a not easy calculational task if the planning period is long. 

c. The computer provides a means to perform the desired sensitivity 

calculations after initial outcomes have been determined. 

d. I he computer can be used to provide flexible model in wln-h I 
lata can be entered for the calculation of revised probabilities via the 
Bayesian approach. In other words, this model (for example, the computer 


♦For ins'ance, “indifference probabilities" could have been computed. These are 
probabilities which would have to be associated with the occurrence of some state 
of nature more favorable to an inferior strategy before that strategy would hr 
even with strategy B. Also, calculation of the costs of uncertainty (S2.63 million 
in this case) could have been illustrated to show the stake involved in a decision 
to collect more information before taking terminal action. Moreover, the modification 
of initial probabilities by using additional data has been omitted as well. 
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,, j maintained on a reasonably current basis, 

program) can be estabhs ^ d ded and the n determining the implica¬ 

tes incorporating new estimates as neeaeu a 

tions steeming from these revisions. - d a use f u l (and frequently 

t 4" °s S W “ V: n ch has been u^d experimentally 
at Du Pont, computer ^^^^^oSers provocative 

2. lht well provide the business planner with a set of Ilechmques powerwi 
•enough to be commensurate with the complexity and importance of 

I functional area. 


> 


"'ll 

* "I 








5 Ag an illustration pealing with the complex characteristics of industrial market 
planning, the writer s t 44 An Application of Bayesian Decision Theory to a Problem 
in Long-Range Pricing Strategy,” Annual Meeting of American Statistical Assn. 
(New York, December, 1961), might be of interest. 





20; Decision Theory and Marketing 
Managemen t 

Robert D. Buzzell and Charles C. Slater 

The authors of this article present, in detail, a case study which shows how a 

firm solved a basic problem of considerable magnitude through the use of some 
of the latest decision theory techniques. 

The term “decision theory” refers to a body of methods by which com¬ 
plex problems of decision under uncertainty can, in effect, be reduced to i 
limited number of simpler problems for purposes of analysis. A more 
specific term for the method recommended here is individual decision 
making under risk . 1 By this is meant a formal analysis of decision alterna¬ 
tives and their consequences when the effects of the decision are not known 
with certainty. 

DECISION THEORY APPROACH 


The basic elements of decision making under risk may be summarized 
briefly. 2 A decision maker (person or firm) must choose among several "acts" 
or “strategies” which we denote as At* A 3 ... A„ . Each act is a well- 
defined series of actions or procedures ; thus, “Act 1” may mean, “Build a 
new retail outlet at X location with 20,000 square feet of floor space". 
“Act 2" may represent the reverse, “Build no new retail outlet”. Insofar as 
possible, the sets of acts employed in the analysis should include all reason¬ 
able possibilities in a given situation. Experience, judgment, and creativity 
are required to identity the decision possibilities in a marketing problem. 

Choice among the various possible acts is difficult because the con¬ 
sequences <"■' ati act tiepend on certain conditions which cannot be pre¬ 
dicted with certainty. These conditions may be termed “states of nature” 
and designated E,, S 2 ...S,n . The “state of nature” concept includes all 
factors which determine the effects of a marketing decision (for example, 


1 Compare Ouncan Luce and Howard Raiffa, Games and Decisions (New York. 
John Wiley and Sons, Inc., 1957), pp. 12-15. 

"See Robert Schlaifer, Probability and Statistics for Business Decisions (Lew mrk. 
McGraw-Hill Book Co., Inc., 1959); and Luce and RaifFa, same reference as footnote 1- 

So> rce : From Journal of Marketing, national quarterly publication of the 
American Marketing Association, vol. 26, July, 1962, pp. 7-16. Robert D. Buzzell: 
Assistant Professor, Graduate School of Business Administration, Harvard 
University, Charles C. Slater : Head of Consumer Marketing Services, Arthur 
D. Little, Inc., Cambridge, Mass. 
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. K„cinMs conditions, and competitors 
the responses of cu stomcrs genc r * t -population in the trading 

reactions). For example, State m competitors build 

- peases 10 ^ 

►of nature should be included h* ‘ so .. comp le,y 

In a literal sense, of course, this can never oc 

cu ,ar decision chose. by competitors which could not 

strategy might lead tc c rx-mcpmientlv the relevant states 

•f j ctntpev were selected. Consequently, me 

rfTature” must be identified for eacl, possible a« ^alrhough. of course, 

the^same states of nature ^^ e ™ d that a given state of nature 

Assuming that g . he « pa y 0 fr to the decision maker. By 

!T* Is memf'dre monetary and other consequences of the decision. A 

provides a mechanism for assigtring numenerf me^M^to^fhe r ^ 

• aa r^?srs.tr^7-s, - *—« 

any) should be deducted from its estimated revenUL - k 

Determining the payoff of an act under a given state is not an easy 
since a decision of any real importance has far-reaching indirect consequences, 

^dditaTits immediate impact on profits. For 

further complicated by the fact that, if they are to be realistic payoff 
measures must reflect the particular values of the decision maker, and these 
vary among persons. While the treatment of payoffs in this example is 
straight-forward, it does not imply that the problem is this simple m practice. 

Because the outcome of a decision is shrouded in uncertainty, a key e e- 
ment in the analysis of a decision is to assign probabilities to the various 
possible “states of nature”. In some cases, especially those involving repe¬ 
titive decisions such as routine buying and inventory control, it is relatively 
simple to determine the probabilities of occunence foi various states 
through analysis of quantitative evidence. For example, sales data may 
reveal that demand for an item is between 1<> and 19 units per week 20% 
of the time, between 20 and 29 units 15% of the time, and so on. 
These relative frequencies may then be used directly' as probabilities of 
■occurrence for the various states of demand (assuming, of course, that no 
basic changes take place in the market, seasonal variations have been 

accounted for, and so forth). 
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In most cases involving basic marketing policy problems, however (W 



mination of probabilities for the relevant “states” is not so easy h ' 
cases, major policy decisions are not repetitive problems, and past exc ^ 
may provide only a rough and rather ambiguous guide. Nevertheless*** 
very crude approximations of probabilities for the various states affectm 
decision still are better than none at all. ?<? 

The probabilities assigned to the various states represent the decisio 
maker’s “betting odds” as to the probable responses of customers, com 
petitors, and so forth. Admittedly, it is very difficult to assign odds or pro. 
babilities to such events. But even in the most informal kind of decision 
making, this is precisely what managers must do. Any risky decision implies 
some assessment as to what will ensue from the decision. The real differ, 
ence between "decision theory” and present management practice is the 
formalization of this “intuitive” process o choosing among various possi¬ 
bilities. While this may not improve the judgment of the individual decision 
maker, it improves his communication with others and facilitates the collec¬ 
tion and analysis of further information. More important, it forces an 
executive to examine his problem in concrete terms, and thus serves as a 
stimulus to more systematic thinking on his part. 

Given the various possibilities, the relevant states of nature and estimates 
of their probabilities of occurrence, and the payoffs for each act given each 
state, some act must be selected as the “best” of those available. Several 
different criteria have been proposed for selection of the “best” or “ 
act, depending in part on whether or not probabilities are assigned to the 
states. The one adopted in this analysis is that of selecting the act with 
the highest expected payoff. The expected payoff of an act is defined as the 
average of its (net) payoffs under all possible states of nature, each weighted 
by its probability of occurrence. 

To illustrate the concept of expected payoff, consider the following simple 
problem. I 



If 


Decision Possibilities 


States of nature 


A x : 

build a new store 


2 * 


do not build 


ProbabilitJ 
of SUttt 


Si : new subdivision is built 
So : new subdivision is not built 


$ 1 , 000,000 

—500,000 


0 

0 


0.3 

0.7 


cm 

an 

ft 

t 


o 


t 





Here the payoffs, as previously explained, represent dollar profits to the 
decision maker, with future profits discounted to present values. The P r0 * 
liabilities are based on management’s assessments of such factors as P°P^ 
lation growth, real estate markets, and zoning. The expected payo« 
of A 3 is obviously zero, since this decision has no payoff regardless o 
v ?! h happens. The expected payoff of A] may be computed as follows* 
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SI 000,000 (0.3)— §500,000 (0.7) =§300,000- 350,000= -§50,000 

js r 4;.=“. 
s tr zip* — fe ria " 5 

WtfiiS* w* *- :«*• “ d the hi6hest total 

a decision is to be m ade oniy once the — 
nf the expected payoff criterion is not so obvious. This criterion leads 
L optimal decision in the sense of yielding a decision consistent with the 
decision maker’s preferences, as summarized in the payoff table. 

distribution problems of the baking industry 


Wholesale bakers, in common with many other types of firms, face d 
cult marketing problems as a result of changes in the character of their 
' imarkets. These problems arise from substantial excess capacity on the 
{ one hand, and concentration of buying power among corporate c ams, 
J voluntaries, and cooperatives, on the other hand. 

*-m i " % 

I Development of Marketing Policies , 

:j The present-day marketing policies of wholesale bakers can best be under¬ 
stood in the context of the historical factors underlying their development 

'id* 

and modification. • # f , 

The commercial baking industry emerged duiing the latter a o e 

19th century. During this period, as commercial bakers expanded their dis¬ 
tribution beyond the immediate neighborhood of their plants, they developed 
•A a set of marketing policies geared to the needs of the small independent 
grocers. Among the more important of these were. 4 

1, Frequent deliveries were made to individual stores. 

HK 2. Bakers assumed responsibility for returned stale goods. 

3. Retailers customarily stocked several brands. 

4. Bakers provided display equipment, stocked displays, and deliber- 
^ ately overstocked shelves in order to increase brand exposure. 


Luce and Raiffa, same reference as footnote 1, 
- reference as footnote 2, Chapter 2. 

4 William G. Panschar, “Baking in America”, 
(Evanston. Illinois: Northwestern University Press, 


pp. 20-23; also Schlaifer, same 
vol. 1, Economic Development. 

1956), pp. 71-84, 93-99. 
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5. Price competition was abandoned in view of the olisopol' f 

acter of each retail market. In addition, “flat pricing” became 186 ^ 

that is, each customer was charged the same unit price regardlessf )ni5,!,: 

tities purchased or terms of sale. 

These marketing policies, developed for the most part in the earlv * 
century, largely comprise the “rules of the game” in the baking i n d u * 
today. While each policy can be explained as a rational response to no* 
conditions prevailing at the time, many of them have become less amf|| 
appropriate as market conditions changed. The impact of these changes k 

been made all the more severe because of the inhibiting constraints of labor 
unions and competitive retaliation in response to change. 

Responses to Changing Market Conditions |1 

Wholesale bakers in a given market tend to charge identical or nearly 
identical prices tor white bread and other staple bakery products. The es 
planation lies primarily in the oligopolistic interdependence of the sellers, 
although illegal price-fixing agreements have been discovered or alleged in 
some cases. 6 Unit costs are sensitive to changes in output, since fixed pro¬ 
duction and distribution costs represent a substantial proportion of the 
total cost for modern bakery plants. Declines in sales in some markets have 
had the effect oi reducing profits substantially. The response of the larger 
and more efficient competitors has been, in many cases, to raise prices and 
i s hold an “umbrella” over their weaker competitors. Obviously this 
policy has tended to aggravate the problem of shrinking demand by in¬ 
creasing the cost gap between chain bakeries and purchased baked goods. 

An even more important aspect of pricing is the policy of “flat pricing". 
Typically, no quantity discounts are offered, nor are lower prices available 
lor customers who are wi ing to lorego the traditiona store delivery and 
display services. But chains and other large buyers fee! they are entitled 
to suei discounts, and have exerted considerable pressure for them. The 
C' idcncc is clear that substan ia potential cost savings are associated with 
large purchases. 

A systems engineering study showed that drivers’ product handling rates 
(units handled per minute of driver time) are directly related to the num¬ 
ber of units delivered per route stop. G The handling rate was more than] 
50% greater Jor stops at which 200 units are delivered than for stops at 
nhi'-ii 100 units are delivered. Realized cost savings are not this &rea. 
since drivers are paid on a commission basis so that improvements in driver 
efficiency are not reflected in lower unit wage costs. Even under the coni' 

5 For example. Continental Baking Compamj v. United States, U.S. Court of Appeal 
for the Sixth Circuit, No. 13865 (decided July 18. 1960): Bakers of Washington, Inc- 
et al„ FTC Complaint, Oocket 8309 (issued March 7, 1961). 

Distribution: The Challenge of the Sixties, a report prepared for the American 
Bakers Association (Caml ridge, Massachusetts: Arthur D. Little, (nc., Mad>, 196) 
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l/CU *** *** * - 

. ,i-ctaritial savines in unit distribution costs are 

nu-'ion system, owever, svstems engineering study also re- 

associated with arger drop size * - permit significant reduc- 

, ea 'ed that limited -sendee methods of distribution p.nnu 5 



“ 1 „ , hnt , ower costs are associated with quantity sales and 

Despite evidence that >o wholesale bakers have resisted 

limited-service distribution met 0 . ■ resistance is based in part on the 

demands for differential pricing. tvn i ca n v part of the companies’ union 
commission systetn of oompensafton to cha „ge is the .car 

— ,s believed) of quantity 

°e n a,so resisted making private brands £*-»« 
voluntaries because of ar «f Wf nt boy MCted^ brands of 

3Th‘“h aw^sold aT lower prices than the regular brandy although li«le 

difference cidats in product eharacter.st.es. The^ price d.ffc result ha s 
however, great enough to equal chain-baked brands, and the m 

been a reduction in average profit for the bakers. u^u noP c n f 

summmy, wholesale bakers have responded to «, <*. c MMj» * 

M o C utpu J t has deXned, prices have been 
Ld° "‘maintain the profitability of marginal operators. 

place with the result of higher unit distribution costs. A ^ 1 
general inertia of any established marketing sy*em, several specific fs 

jve tended to impede a more flexible response. mnntitv 

The commission system of driver compensation has disc u gc y 

and service .! mnts. Fear of retaliation by small retail cu * U ™ c _ of P thc 

vented bakers from dealing more realistically wit c ains. cca > 

teace of exce < ipndty, bitei - •' f ® u ’■ . " ' , 

chaotic price competition which might ensue if the traditional gro 
were discarded.! 


or- 


wre discarded. . , f 

The method of analysis which this article recommends is that of statis¬ 
tical decision theory. The application of this method to a specific bakery 
marketing policy problem to outlined in the following section. 





DECISION THEORY ANALYSIS APPLIED 



For purposes of this exposition, a “model bakery market" has been 
1 .-loped, 1 i niV*"fl of done co m pe tin g w ldm i te 1 prt#D 
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food chains and voluntary groups, and a number of independent food re¬ 
tailers For obvious reasons, the other possible acts, appropriate states of 
nature and the payoffs must be identified or estimated for a specific firm. 
Different firms, even in the same local market, might conceive of different 
acts and states, and almost certainly would have different payoffs for a given 

de Tn S1 the conte'xfof this model market, the analysis is directed to the resold 
tion of a specific decision problem, that of responding to a customer’s 
request for provision of a private brand. Although this analysis is incom- 
plete in the sense that we have not traced the u!l imp ications of each 
possible decision, suggestions for a continuation of the analysis are made m 

a subsequen section. 


















The Model Bakery Market . 

The hypothetical bakery market was designed to reflect typical market 

and operating conditions in many metropolitan areas in the United States. 
t thic market there are three wholesale bakers, designated as A, , an , 
nd"ain bkerietthose of the Blue Chain and the Red Chain. 
alt Mcer Z, located in a nearby city, is a potential '•outside competitor. 
The customers served by these bakeries are designated as fo lows. 


Blue, Red, and Green corporate chains 

Retailer cooperatives I and II 

Voluntary chain 1 

Independent supermarkets 

Small independent stores 

Sales outside the market to various custo r 


i 


The white-pan bread sales of each bakery to eac |j ar?r0 xi- 
Table 1. Bakery A has the dominant market position, wrtfc ^ 

mately 400,000 units per week; competitors ® md C sll PP 
250,000 units and 100,000 units, respectively. The two cna 
produce 250,000 units per week. Thus, the total bread market amounts to, 

about 1,000,000 units per week. , that 

It is assumed that the total market is fixed in the shor bv 

demand is sufficiently inelastic so that it will not be quick v ^ 

baker’s marketing decisions. Selling or transfer prices per ^ ^ 

bakerv are also given in Table 1. It is assumed that eac di g er . 

the typical industry policy of “flat pricing”, with no systematic p 
entials for quantities purchased or services required. An averd e ^ 

of one cent per loaf in realized price exists in favor of * ar 8 e c , other 
primarily on account of their greater utilization of advertising a 

allowances. . , , operating 

The cost structure oi Bakeries A, B, and C is shov\n in Ta 


Whit* Bread Sales in Thousands of l nils by Customer and Prici • per l nit Sales to 


235 


DECISION THEORY & MARKETING MANAGEMENT 






























23 g READINGS IN MARKETING MANAGEMENT 

costs are classified as fixed costs (administration, production, and distnbu- 
tiort, md variable costs (production and distribution). The relafonshtp of 

costs to sales volume is a simple lb 

Total Cost = Fixed Cost + Variable Cost per Unit (Output in Units) 

This equation for bakery operating costs provides a reasonably good appro*. 

” The" assumed toft^vS^ have been used in Table 2 to com- 

PUte.net profits *»«■** A taM*. o5 

“initial market con t to results in total weekly variable 

394,000 units per week. This ‘ evel ° r “ k a total cost 0 { 

costs of $54,474, plus fixed costs of $12,662 per weex, u 

$67,136 ‘ w Hyp, amounts to sales of $75,410 minus oper- 

Hence, net profit beforeta_ M profits of Bakeries B and C have 

ating and fixed costs of $ *» ' 2 While Tables x and 2 present 

been computed in similar fashion accurate enough for the 

simplified picture of revenues and cost, they are accurate » 

illustration. 

Analysis of a Decision „ Scribed in Tables 1 and 2, 

In the context of the ‘X'may now be ilius- 

trated In this analysis the viewpoint of Baker B, the secon g 

sale baker in the market, is taken.^ produce fl private 

t* * «*“« <**,** B Z Z St“« The Problem" is, how should 

brand of bread for sale in the Blue Stores. - F 

Table 2 Weekly Costs, Sales, and Profits of Competing Wholesale Ba en 

_ _ m i f _ 


in “Everytown, U.S.A.” Market 


Sales, cost, or profit 


Baker A 


Baker B 


Baker C 


Fixed cost- 
Fixed cost 
Fixed cost- 
Fixed cost¬ 


baking 

routes 

marketing 

administration 


Total fixed costs 

Variable cost—baking 
Variable cost—routes 
Variable cost—marketing 

Total variable cost 

Initial market conditions 

Sales 

Total cost 


Net profit 


S 4,310 
1,741 
2,277 
4,334 

SI 2,662 

S-09641 /unit 
.03072/unit 
.01113/unit 

$.13826/unit 


§ 3,732 
1,429 
1.743 
2,261 

$ 9,165 


• 1,384 
559 



.02928/unit 

.01115/unit 


I 


$. 14588/unit 


538 

862 

$ 3,343 

$. 11 053/unit 
03007/unit 

.011 22 /unit 

$. 15182/unit 


$75,410 

67,136 


$ 8,274 


$49,590 

46.955 


S 2,635 


SI 7,920 
17.767 
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, , rpmipqt? The decision theory approach may be 

Baker B respond to such a request me ucc 

,on A 8 ^uce. w-, *»*• »-»»* «“ 

at a lower price than the regular “B Brand Bread. 

A s Reduce price on the regular brand. 
a Xrrede to e request of the Blue Chain. 

A s Institute a system of price differentials based on quantity and servic 
rendered by Baker B. Such price differentials would 

size and personnel capabilities, this would presumably result in somewha 

lower nrices to Blue than to most others. 

Identification of these possibilities implies a considerable knowledge < * 

the nature of the wholesale bread market and the motivations of the cus¬ 
tomers therein. It is assumed that the Blue Chain • £***■£ 

as to improve its competitive position relative to the Red C i , 
its own bakery plant. If this is true, the real question is, what possibilities 

are available to Baker B that might enable the Blue Chain to attain this 
goal? Possibilities A* A 3 , and A 5 have little to do with private bran Is, 
but all are designed to help the Blue Chain achieve its presumed objective. 

Perhaps still other possibilities could be identified. 

2. Enumeration of States of Nature. For each possibility it is necessarj 

to identify the possible “outcomes” or states of nature governing the effect 
of the decision. In this problem, the states must take account of the res¬ 
ponses of Baker B's customers and competitors to any action he takes. 

If Baker B follows possibility Ai and ignores the Blue Chain’sJjgf 




there are six possible outcomes: 

S„ Blue is supplied by outside Baker Z. Having achieved a foothold 
in the market, Z also supplies private label bread to the Yellow Chain and 

to Coop I. 

S 12 Blue is supplied by Z, but Z fails to get any other business. 

Sn Blue is supplied by local Bakery A or Bakery C. 

5 14 Blue acquires its own bakery plant and decreases its purchases from B. 

5 15 Blue decides to wait; but resentful of B’s refusal, adopts minor 
counter-measures, including reduced display space and less careful mainten¬ 
ance of B’s display stocks. 

51 6 Blue decides to wait and does tupt adopt any counter-measures. 

In similar fashion, the possible outcomes of each of B’s decision possibili¬ 
ties have been enumerated. Some of these outcomes are common to some 
• or all of the decision possibilities; but in general the relevant “states” or 
outcomes depend on the particular decision made by B. The whole range of 
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decisions and outcomes is summarized in Table 3. 

As was suggested in the general discussion of decision theory, the number 
and nature of the outcomes differ for the various decision possibilities, 
since these outcomes consist in part of responses to a particular decision. 
This also implies that the probabilities of the various outcomes difier from 
one possibility to another, even if the possible outcomes themselves are the 

i n 1 " ’ - 

3 \Exploration of Further Possibilities and Outcomes. The analysis of 
the’decision process usually cannot stop realistically with a single “round” 
of actions and their outcomes. In order to appraise the consequences of 
each decision possibility, it is necessary to explore the whole cham of ejects 
and reactions that would ensue from a given action by Bakoi d. 


Table 3 Decision Alternatives and Possible Outcomes 



A\ 

ignore request 

Ai offer 

secondary loaf 

<43 

reduce p 

Sn Z supples 

Blue, Yellow 

and Coop* I* 

S 2 i (same as Sn) 

Sn = Sn 

jpmm 

S12 Z supplies 

Blue only 

S22 (same as S12) 

S32 = S12 

-r 

Sl 3 A or C 

suppties.Bluc 

S23 (same as S13) 

S 33 = Sj 3 

A Cl 

Su Blue 

acquires own 

Bakery 

Su (same as Su) 

S34 = S |4 

S js Blue waits, 

harrasses B 

S23 (same as Sis) 


Sis Blue wait* 

S26 ( same as Si«) 


— 

S27 Blue accepts 
offer ; A and C 
follow suit 



A i accede 
to request 


At price 
diff. s>sfem 


Ssi = Sn 

(Blue rejects 
counter-offer) 

S52 = Si 2 


Ssa = Sis 


Ssa Blue accepts 

ofTer ; A and C do 
not follow suit 

S39 Blue accepts; 

A and C follow ; 

D retains si Is 111 
advantage 

S33, jo Blue accepts ; 

A and C follow ; 
market returns to 
original division 


S* t u Blue accepts; 
A and C offer 
secondary loaf 

Si, 12 Blue accept* ; 
A and C lower 
prices; B is 
forced to meet 

S4, 13 Blue accept*; 
A and C otter 
private labels 
to Yellow and 
Coop, 1 . 


c 4 u Blue accepts 
’’ A and C follow 

suit 
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second round 


For „a m pl=, suppose B refuses (A,) and Z ****** B^Chain us 

“ «■. «S,2rjl Retaliate &£+ <• » «" 

a new set of p* ' ' 1 " ’ , , t t . nr u e can meet Zs com- 

• mark "’ ££ B ta Zs market, the mUconre will again depend 

r,™'Su o n«u«.- The possible outcome, for instance is that legal 

“.'a will be taken against B for geograpluc P^HS» maker 

This process can be conceived as § aI ™= representing the whole 

takes “turns” with a fictmous opponent ( Nature ) repr 8; dedsfoffl _ 

rnmDlev of personal and impersonal market forces bean g 
comp P . i denicted in a tree diagram in Figure 1. In 

thic example we have traced out two “rounds” of the game: first, B ma 
fmove by choosing A,; then Nature “chooses” (in a statistical 
of the states or outcomes; then B moves again by choosing an action fro 
a new set of possibilities; and, finally, Nature moves again. 

The °ame could, of course, be traced out beyond the 
through a third, a fourth, and so on ; but if the analysis is ever to be com¬ 
pleted and used, it must be cut off somewhere. Also, it is clear that as the 
analysis is carried further, the estimates of payoffs and probabilities become 
more and more speculative, so that the value of analyzing further rounds 

l, probably diminishes rapidly. 

4. Estimation of Payoffs. The payoffs for each decision and each applicable 
outcome have been estimated by tracing through the effects on Baker Bs 

sales, costs, and profits. 

These payoffs are shown ior the illustrative moves and countermoves in 
Figure 1 Consider, for example, the branch of the tree corresponding to 
the series A„ S„ , A'n,, S'„„. This represents a decision by B to refuse 
Blue’s request; an invasion of B’s market by Z; retaliation by B in Z s 
market; and legal action against B as a result of the retaliation. It is 
assumed that this chain of events results in Z attaining a fairly permanent 

niche in B’s market. 

Based on past experience wit 1 ’ private brand sales, it is estimated that 
Blue. Yellow, and Coop I will shift to at least 40% private brand volume, 
and that B will lose about this same percentage of his former sales to them. 
This implies a loss of about 52,0 ( >0 units per week for B; and each unit re¬ 
presents a loss in gross contribution (price minus variable cost) of $.04412. 
Hence, B’s revenue would be reduced by about $ 2,300 per week. When this 
weekly loss is converted to its present value, leased on a yearly discount of 
10% over a five-year period it is equivalent to an out l ight cash loss of 
$ 688 , 200 . 

In a similar manner, the payoffs ; or each possible chain of decisions and 
outcomes have been estimated and are shown in : igure I. These estimates 
arc used, together with the estimated probabilities for “Nature's” plays, to 
derive expected payoffs or each of B’s possibilities. Oi course, this method 


* 
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of estimating payoffs is oversimplified. In practice, two other factors would 
have?;to ^be|considered: 


,r In addition to the direct effects on revenue and costs, some of the 

:tary consequences, such as the stigma and>4 


the inconveniences of litigation. 


Ftcure 1 Illustrative Analysis of Decision Possibilities and Outcomes-A 
_ _ * n i *_ t Jtn/Fc ill Thousands of Dollars) 


SLEGAL ACTION < 39 | -M2 


RETALIATE IN 


Z SUPPLIES BLUE. 
YELLOW. COOP I 


A' ZS MARKET 


11 


<os 


2257 


225 7 


S' Z WITHDRAWS ( 70)-27 5 
I M 2 


5 'l 111 PR,CE WAP ' 5540 


Wa' retaliate locally 


1*112 


-1476 9 


S’, NO PRICE WAR ( 05 h 52 2 
II 11 


S' I PP!CE WAR ( 051 -1554 0 


A',2« STAND PAT 


S 


Z SUPPLIES BLUE ONLY RETALIATE 

__ ' a t -r*r MtBl/C 


12 


{ 05) 


-225 7 


304 0 


IN 


c* NO PRICE WAR ( 9 S> -238 2 
'*1212 


A' Z’S MARKET 

I Li 


-225.7 


SAME AS A||| ) 


^ - LLJ.’ 

A' 23 RETALIATE LOCALLY (SAM£ A$ A # ^ ) 


112 


-1478 9 


S' , LOSE BLUE SALES ONLY ( 80) 59 I 


A' 


131 IGNORE 


A OR C SUPPLIES 


I PERUSE 


73 0 


13 


{051 


188.1 


168.1 


, YELLOW & COOP I GO p.l. 1 29| -704 I 


1312 


A I32 SUPPLY COOP I -339.3 


B.’JE ACQUIRES BAKERY 


I 4 


OS, 


-370 5 


BLUE WAITS, HARASSES B 



BLUE WAITS, NO HARASSMENT 


S I6 


(SC) 




b. Some of the monetary losses may be so great (for 

sequence A,, S,„ Km. S'„t,) that they imply \ 

a case, the loss is really greater in relation to less drastic o 

implied by the payoff measures. . probabilities 

5. Assessment of Probabilities. Now it is necessary to ass g. P joU5 , yi 

to each outcome under each possible decision. s implicitly 

this is a very difficult task, but one that must be done at e ^ 

every decision of this kind. The assessments shown in Figu 
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on the experience of one of the authors in studying the wh »' esa ' e J*** 
market over a number of years, together with conversations with several 

leadin° bakerv executives. . , . 

6 . Computation of Expected Payoff and Choice of Optimal Decision. 

Given the individual payoffs and their probabilities, computation o e 
expected payoff for each decision possibility is a straight tor ward matter. 

This is illustrated in Figure 1. , f 

In this analysis, it is necessary to start at the end of each chain of act 

ind outcomes (the extreme right in Figure 1 > and work backward to t e 
initial set of decision possibilities. Consider, first, the branch corresponding 
to Ai, Sfi, A'ui. If B chooses Ai, then A'm, tnere are two possible out¬ 
comes : S',n, and S',n 2 . The payoff under S'mi is—$688,200 and under 
S'lrn >t is— S27.500. The estimated probabilities are 0.30 and 0.70, respectively. 
Hence, the expected payoff at the “fork” representing A' m is .30 (—$688,200) 
+ .70* (— 1,554,000)= -$225,700. 

Similarly, the expected payoff for A'm is— SI, 478,900. Obviously A in 
preferred to A' u 2 . Hence, in Figure 1 the branch corresponding to A n> 
has been blocked off; it would never be followed if A'm were available. 

It follows that the expected payoff for Sn is—$225,700, the better of 
the two second-round decision possibilities available to B. In similar fashion, 
the payoffs for S,., S,„ and so on have been estimated and are shown in 

Figure 1. 

Now the expected payoff for the initial decision Alternative A,, can be 
computed: it is 


.05 (—$ 225,700 + .05 (—$ 225,700) + ... + .50 (0) = -$ 73,000 

The same procedure has also been followed for A,, A 3 , A t , and A 5 ; and 
1 he results are summarized in rigure 2. In this diagram tlie second ‘'round 
has been omitted and only the initial choices by B and "Nature” are shown. 
The figures were derived, however, by an analysis of the second-round pay¬ 
offs and probabilities as illustrated for A, in Figure i. 

The analysis shown in Figure 2 suggests clearly that the optimal act for 
Baker B is A., the price and service differential system. This does not, o; 
course, imply that this policy is optimal for all wholesale bakers, since it 
reflects the specific market conditions, cost structure, and payoff proba¬ 
bility estimates of Baker B which may not be valid in another context. 

lixamination of Figure 2 also sheds some light on the market behavior of 
wholesale bakers during the post-war period. The most common response, 
of course, has been “A,” a refusal to produce private brands or to offer 
acceptable alternatives. While this response has been generally unsuccess- 
jb ful, and wholesale bakers have lost market position, it does have the merit 
that it avoids any of the possibly disastrous consequences of A ;; and A,. 

31 






Figure 2 Summary of 
Payoffs fon Wholesale 
of Dollars) 


First Round of Decision Possibilities, Outcomes, and 
Bakery Private Label Decision i Payoffs in Thousands 
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The specter of irice war has tended to dominate industry thinking. It is 
Sic it to understand the reluctance to establish price and serv.ce d.fferen- 
tials for large customers. It may be, of course, that bakery execu ives ave 
^feared price war as a possible outcome of this policy as well as of A 3 and A*. 
The restraints imposed by the commission system of driver compensation 
(which limits the potential savings of limited service) have no doubt a so 

played a part. 


Values of Decision Theory Approach 

Among the most important values of this formal approach to decision 
problems is that it serves to focus attention on the critical issues involved. 
In the present example, some of the key questions that naturally arise from 

the analysis are the following: . . 

1. If a wholesale baker supplies chains with private brands, will other 

customers retaliate by partial or complete “boycotting”? Is this response 
permanent or transient? Surveys and limited tests markets can answer this. 

2. Under what circumstances can a chain (or coop or voluntary chain) 
“afford” to acquire its own bakery plant through backward integration? If 
these conditions can be identified, we can assign more meaningful proba¬ 
bility estimates to the outcome, “Blue gets own bakery plant”, as well as 
better evaluations of its payoff. Cost analysis and careful assessment of the 

volume needs of Blue Chain may shed light on this. 

3. If a bakery forestalls a request for a private brand by offering a secon¬ 
dary brand in its place, does this diminish the future probability of the ciurn 
renewing its request? If a secondary brand is offered ior sale, what per¬ 
centage of former regular brand buyers (ultimate consumers; will shift to 
the lower-priced brand? Mow does this depend on the amount and type 
of advertising and sales promotion, if at all? 

4. If price differentials based on quantity and service are established, 
which customers will be able and willing to take advantage of them? What 
will the impact on average revenue per unit be? 

j. How does a given decision affect possible future courses of action? 
For example, does the introduction of a secondary brand at one time make 
the decision to supply private brands in the future more or less feasible? 
Do secondary brands have any effect on the assumed “resentment” of in¬ 
dependent retailers toward bakers who supply chains with private brands? 

Although these questions cannot be answered now, at least partial answers 
to some of them could be obtained through properly designed research 
efforts. A major advantage of structuring a problem in formal terms is to 
indicate the directions that research efforts should take. 

It is natural to ask whether or not formal decision theory is “practical. 
Is it feasible to carry out such analyses of marketing problems, and does 
^ the use oi such an approach offer any advantages over current practice? 

In conclusion, there are side benefits. The process need not be time- 
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however hv preventing a hurried selection of the most obvious 
consuming. ' By P vrf (0 cteative hinting in a manner that fosters 

—,r roir^rac as 

Z'TL , ft "he more dearly defined mi tWr qgdic.th. 

explicitly anticipated. o{ {ormal decision theory over informal 

Finally, the principal ad % , . ... j- y| 1e 0 ( analysis 

executive judgment is ta, P^ d . J ■ * * aker io formalize his thinking re- 
illustrated hereI he £**“**^ J to ”ut it dwn in bb* 

KKxE .h, s hhe,> m -^p'vr'K. ittjz 

z\ rr««, ***••-* *■ *** 

theory must be employed. 
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21/ProductMne 

Joel Dean 

Decisions regarding the composition of the firm s pr ° dutl '*' ne ^nele managemcnt 
only for the firm but also for the entire economy. No other 

activity influences a firm’s prosperity as much as the **Z^*£** b e 
product mix. This article discusses certain economic ^ts .h'ch can 

used by management to decide what product-line P cy 

I. INTRODUCTION 

A company’s conscious competitive actions have three facets: (1) product 
policy, (2) promotional policy, and (3) pricing policy. Product po icy ccmnian s 

So. oily managerial a.renrion, becanae of rapid changes to 
demand; it is also significant for the entire economy, smcc , rs he mam- 
spring of economic progress and hence an important test of a company s 

social contribution. 1 . , 

The purpose of this article is to examine, from an economic standpoint, the 

managerial problems of product coverage in a multiple-product firm. We are 

concerned with only one phase of product policy, namely, product coverage 

-that is, decisions' on what end products the company will make and sell. 

Product improvement—the other phase of product policy—is not examined 

here We shall attempt to sketch a framework for a policy approach to 

product coverage, that is, a set of standing answers to recurring product 

proposals. , 

The term "product” in this discussion will mean an end product offered 

for sale by the firm. Intermediate products produced as a consequence of 

vcrticle integration and parts and components purchased for inclusion in 

final products are excluded from this analysis. 


1 Although most modern firms make several products, economic theory has been 
developed on the premise that each hrm makes only one product. The reasons for 
such an inadequate premise are to be found partly in the historical origins of theory 
and partly in the simplicity of theoretical analysis when it is confined to single-product 
output. Determination of the costs of individual products in a multiple-product 
company is both conceptually and empirically difficult. The neglect of these problems 
may also be due to the notion that management views each product as a separate 
business activity with the characteristics of single-product firm, but this approach has 
little theoretical and no practical support. 

Source : From Journal of Business , University of Chicago Press, voL 23. October, 
1950. pp. 248-258. Joel Dean : Professor of Business Economics, Columbia University. 
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The term “product-line” will he used here in a broad sense to include 
all the products manufactured by the firm, ("he term can be used in a 
narrower sense to refer to groups of products that are related either on the 
marketing side as being complements or substitutes or on the production side 
as being made from the same materials or by similar processes. 



In a dynamic economy, where product monopolies are characteristically 
ti ansient and where product development is a major facet of competitive 
rivalry’, economically sound decisions on additions to the company’s product 
coverage are obviously of great importance. Three important problems 
encountered by top management in formulating policy on adding new products 
are: fl) scouting out potential product additions, (2) appraising these 
proposals and making the product selection, and (3) launching each new 
product venture in a wav that gives it a maximum chance of success. 

The first, development of a flow of promising proposals for candidate 
Iditions to the company's product-line, is fundamental to sound product 
additions. For many companies product research is the main instrument. 
Others license new product inventions or buy them directly from independent 
inventors and corporate research departments or through professional 
‘■product-finders”. Product proposals also come from customers, from the 
company's marketing staff, from small companies that want to sell out, and 


from independent inventors. 

The third top management problem —launching the new venture involves 
questions of refinement of the product design, selection of market targets, 
methods of distribution, pricing the new product, and making capital expendi¬ 
tures for production and marketing facilities. 

Top management's second problem—the appraisal of candidate producl 

additions—is the central concern of this article. Even in large, well-managed 
companies the methods used in selecting product additions leave much to 
be desired. A survey of the experience of two hundred leading packaged- 
goods manufacturers in the post-war development of new products revealed 
that only 20 per cent of the products put on the market actually turned out 
to be monev-makers. 3 For most of these products, expectations had been 
far too optimistic. This dismal experience showed that product innovation 
required more careful selection and more deliberate planning than these 
companies had anticipated. A rich mixture of market research, pro uct 
testing, adequate financial resources, and persistence was needed. 


II. POLICY PROPOSALS 

Management needs a rational routine for this appraisal in the foirn of a 
set of criteria to guide its analysis. In this section we consider what question 


- -The Introduction of New Products,” a survey made by Ross Federal Research 
Corporation, for Peter Hilton, tac. 






249 


m 


* 


product-line policy 

. ,, „ sk and what criteria it should establish. The discus- 

sion has three parts: («) standards , J dine P strate gy; and (c) specific criteria 
product; ( b) considerations of product line suai gy, 

of acceptability of new products. 

(fl) Standards of Profitability new produc t is its prospec- 

Usually the most important question abo_ ^ were tQ maxim i Z e 

live profitability. If the sole ob > ect ‘ affec ting additions to the product- 
profits in a strict sense the nonprofit con- 

line could be subsumed undei pro^ y> D rosoects. Yet, business 

siderations are merely indicators o assumed in economic theory, 

motivations ato -« hasten assume^ ^ ^ 

They encompa'.^ l 'hN cl1 L L i 1 j tenure for management, 

volume growth, comfortable'tash y ese " eS ^ be force( i into a 

and pleasant employee relattonsh.ps. These pu poses ca ^ ^ 

concept of long-range profit maximization, b , 

concept evaporates (or analytical sense , is nevertheless 

the'ke^ctmsideration. Candidates for addition to the prCKlucMmcjKmM 
he ranked in a priority ladder according to profitability and should b 
selected from the top down, except in unusual strategic circumstances But 

relevant? 12) What form of profit standard should be used (3) How' shouM 
profit prospects be measured? (4) What rejection level should be established 
1 Profit Concepts. The relevant concept of profits for product- me a 
tions is not always clear; it depends on circumstances. The basic choice ^ 
between some notion of incremental profits and the concept of net p 
over full cost. Incremental profits refer to the difference m the firm s profits 
with and without the addition of the product in question. It thus credits 
the new product with the whole increase in profitability of existing facilities 
that its introduction produces. In contrast, the use of net profits means t a 
some of the fixed overheads are loaded onto the new product, and cost 

burdens of existing products are correspondingly lightened. 

If they are extended over a long enough period to encompass the probable- 
lifc-cycle of the new addition, incremental profits are the relevant concept. 
Sometimes product additions are so short-lived that incremental profits are 
the difference between price and short-run marginal cost. Examples are 
subcontracting work, war work, and production of specially designed 
products in a job shop. In this special case the usual strategic considera¬ 
tions that enter into product-line additions are rather unimportant. But 
here, as in a long-range setting, incremental profits must be measured 
against the profits that could come from the best alternative use of money, 
time, and facilities. If the alternative is idleness then presumably any 
incremental profits will justify the addition of the product. If, as is more 

32 
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common, the alternative is to use resources on some other product th 
alternatives return sets the standard of minimum incremental profits 

For more durable additions to the product-line, short-run marginal cost 
is not the correct concept for estimating the added profitability of the new 
product. The adoption of a new product carries with it explicitly or tacith 
the commitment to stay with the new venture at least until it has had a 
fair trial, and possibly longer. Additions to common costs that are often 
unforeseen at the time of the introduction of the new product are likelv to 
occur, so that the businessman’s rule of thumb of loading on the ne.v 

product its full share of common overhead is often the most appropriate 
method after all. 3 

2. Form of Profit Standard. In order to compare the profitability of 

w 

alternative uses of facilities, profit standards must be stated in a form that 
is relevant for ranking them. What form should a profit estimate take 
unit margins, return on investment, aggregate dollar profits? The most 
general form is the total dollar income over the whole life of the product 
minus the total outlay to produce it. But in cases where the new product 
is a permanent addition, it may be easier to measure the profit return per 
unit of some fixed, bottleneck factor of production absorbed by the new 
product. Such a bottleneck factor might be executive time, machine time, 
or materials (e.g., steel during the post-war period of shortage and private 
rationing by producers). In the most usual case it is strictly limited funds 
for capital outlay on the new product (e.g., those available from retained 
earnings). In this case, return on incremental investment is the best measure. 
This form of profit measures the income-producing efficiency of the product 
relative to alternative uses. 4 

3. Measuring Profit Prospects. The major problem in estimating profit¬ 
ability is to make decent projections of revenues and costs. Ideally, these 
should cover the expected life-span of the product; in practice, three 
to five years is the limit of visibility. Forecasts of demand and costs are 

* if 

xtremely speculative for new products; indeed, they are much more * 
than many firms realize. In explaining the failure of new products, the 
two hundred companies mentioned at the beginning of this section put 
particular emphasis on (a) inadequate market research and ( h ) under¬ 
estimated selling-cost requirements. 

The hardest cost estimates to make are estimates of development and 
selling expenses. Pressure to get the product onto the market may cut 

5 The experience of many business organizations is that new products added to moo 
up overhead actually produce new' overhzads and, in addition, incur untraceable costs, 
such as added drain on executive time and energy. These costs make their incremental 
profits quite different from those indicated by short-run marginal cost estimates. 

4 In the extreme case, where all resources are idle and there is just one candidate 
product which itself cannot absorb any resource completely, the rate-of-return form is 
inapplicable, since efficiency is not a consideration in production. 
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run purposes in product diversity. Although strategy is usually focused on 
profits in the long run and is confined by economic limitations, it is also affected 
bv the technical abilities and personal preferences of management. It is . 
position consciously taken to simplify decision-making at crucial poit^ 
Presumably, under an enterprise system, the purpose of strategy is to make 
monev in'the long run at least. Yet, as we have seen, this is not the whole 
story' In a going concern, product-line strategy usually has historical roots- 
sometimes in the company’s original purposes but often later in a basic merger 

or an empire-builder’s dream. 

Companies with no clear product-line strategy have been conspicuously 
profitable, and many mergers have grown in spite of the seeming lack el 
kinship among the products of the merging compan.es. Other companies 
s V ha °hev have a product-line policy, although they arc simply 
rationalizing a product that grew without pattern. Yet considerable evidence 
indicates that many well-managed, mature, multiproduc. enterprises do have 
a lonical product-line that serves as a real guide to action, as is demonstrate 
by both product surgery and acquisitions that arc consonant with announced 

^ A U few^samples will show the general character of product-line strategy 

apparatus to produce more current is “ e „ s . roduct .l ine strategy 

A large producer of insulating thermal range with ndeiimte 
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techniques. The pivotal machine convertsi weit p P j from this 
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its product-line as essentially motive-power units and 
the bodies and wheels that use the power. vrn ^ equ i r ,ment an! 
conceive their product-line boundaries in B tf , con su»' 

processes .ha, have been peculiar to **"***?*££+ «** 
stream of discoveries in by-products and methods has 
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tional value, this interrelation is a primary criterion of acceptable product 
additions. 

What are the kinds of demand relationships between the candidate pro¬ 
duct and the existing product that will improve its chances of success?!* 
'wo kinds may be distinguished: the new product may be a substitute, or 
it may be a complement. Rigorously speaking, the distinction may be framed 
in terms of cross-elasticity of demand. The candidate product is a substitute 
if its sales fall when the price of an existing product is reduced (other things 
equal). If its sales gain, then it is a complement. 

There are various kinds of substitute relationships in demand that favor 
admission of the candidate product. Sometimes the new product, by extend¬ 
ing the range of coverage, acts as a hedge against uncertainties and shifts 
in consumer demand. The garment industry provides many examples of 
product diversity to reduce risks that stem from buyers’ ignorance and style 
change. Addition of paper, glass, and plastic containers to the product-line 
of manufacturers of tin cans is probably partly a hedge against a revolution 
in container materials. Another type has to do with innovations. The accept¬ 
ance of a new product which makes obsolete the company’s existing product 
is justifiable, primarily because obsolescence is inevitable. The present would 
be displaced by new ones in any event—by competitors, if not by the com¬ 
pany itself. 

Complementarity is the other general kind of demand relationship that 
is important in testing product additions. Typically, the question is whether 
the new product can fit into the pattern of demand so that the companys 
name established by the present products can help to sell the new one. 

In a sense, this condition shows excess capacity in advertising. Occasionally, 
another type of complementarity exists when a spectacular new product 
adds prestige to the existing line. Closely related to the promotional assistance 
of a new product, and more fundamental and common in most business, is 
the ability of a new product to make the present product-line either operate 
or sell better. Thus the addition of fine-grain tilm to the product-line of a 
camera manufacturer who sold high-speed lenses brought out the full u >eiu.- 
ness of the high-speed lens.' 

A second demand characteristic is the entity of the product: group as a 
whole. The promotional advantages of a full line often make the whole 
greater than the sum of its parts. The tactical advantage of a full line of 
sizes, grades, and supplementary products in getting good dealers and in 
merchandising high-margin specialities makes this kind of interrelationship 
of demand a commonly used basis for product-line policy. Some would go 

5 Accessories and extras, particularly in the early days of the automobile industry, 
served both as promotional balloons and as functional improvements. For exampe. 
the roof of the 1905 Stanley Steamer was an extra, and the self-starter remained an 

extra for most cars for years. 


PRODUCT-LINE POLICY 


255 


so far as to deny the validity of analyzing sales performance for any "'dividual 
member of a produet group, because each member contnbutes to the sales 
and profits of the other members and because the economic uni 

chandising activities is the whole group of products. n , ct , 

♦ A “full line” may be defined as the broadest coverage ore a 
successfully sold by a rival manufacturer. This concept brings ou the dete 
sive nature of a full line policy. By carrying a broad product-line (relative 
to rivals), a manufacturer has advantages in getting good dealers and in 
efficiently aiding in their merchandising activities by training co-operative 
advertising, and “point-of-sale” materials. Consequently whether the candi¬ 
date product is needed to match a competitor’s breadth of line is an important 

t * 

'2 'Distinctive Knowhow. Sometimes the determining consideration in 
making product-line decisions is that new products must make use of t e 
company’s distinctive and almost personal source of differential advantage. 
An example is the M.W. Kellogg Company, which sells engineering skill in 
the design of giant processing equipment for chemical and petroleum indus¬ 
tries Fabrication and construction are carried on but are subsidiary to t e 
principal nroduct-technical pioneering skill. One of the company’s product¬ 
line specifications is that products must fully utilize this asset and must be 

suitable vehicles for the sale of this service. 

One of the large electrical manufacturers uses this same test in an indirect 

fashion. Only products that are highly engineered and that call for intricate 
manufacture and assembly met lods are regarded as suitable, partly because 
the market that is developed for such products will be protected from easy 
invasion by these know-how requirements. 

Sometimes the distinctive asset is research power. It is a fairly 
conscious policy of one of the large chemical companies to choose only 
those new products that have been developed by its product iesearch 
organization and that are distinctive eitcich in both chemical and manu¬ 
facturing requirements to be protected for some time to come. The counter¬ 
part of this policy is to abandon products when they have degenerated to the 
status of commonly produced commodities. The company advances to new 
monopoly positions as fast as economic progress wears down the walls 
of the old. 

For many companies, research capacity and experience is the major phase of 
its distinctive know-how. In such a case an admissibility standard should be 
framed in terms of whether the candidate product is susceptible to the kind of 
improvement that will put the research capacity of the company to its highest 
and noblest use. 

Another test that may fall into this category is the volume potential test. 
Many large companies scorn product additions that would meet other tests but 
^ihat do not promise a sufficiently large volume of sales to use the powers of 
a large company fully or to overcome its disadvantages of inflexibility. They 


» 
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look upon small-volume new products as requiring an organization that is quicker I 

on its feet than a large company can expect to be. 6 I 

3. Common Production Facilities. The requirement that the candidate I 
product use existing or highly similar production facilities is a widely used test t \ 
of admissibility. When applied strictly to the use of existing facilities, if 
depends on economies of mopping up excess capacity, which are short-lived. I 
Hence, to this extent, the test has perils of using short-run incremental cost j 

when long-run increments are involved. 

When the test is framed in terms of requiring similar production facilities, 
it does not run these risks, since it is not then short-run in concept. In this 
form it bears a close resemblance to the test of distinctive know-how. Similar 
production facilities are, in large part, a monopoly return on specialized know¬ 
ledge and concentrated effort. 1 

Most product additions fall somewhere between the extremes of idle capacity 

ind familiar production methods. They normally make use of unused capacity of 
some facilities, at least common overheads, but often require additional facilities j 
that, though different, have much in common with those for existing products. 

4. Common Distribution Channels. Another popular test of the admissibility J 
of a new product is that it must permit effective marketing through the same 
distribution facilities used by the company’s existing products. In economic 
terms this criterion is sometimes used to mop up unused capacity. More often, 

the economies result from savings of specialization or of 1 scale - 7 . 

r hc test is most applicable when the company has a single or a clear y omi- 
nant distribution mechanism. A company whose only channel is direct sales 
to retail stationers might require that a new product be the kind that could 
be handled by stationery stores and sold by the sales force that serves t em. 
Manufacturers’ post-war experience with new products travelling t roug un 
familiar distribution channels and requiring a different sales organization was, 

on the whole, quite disappointing. 

Even though a product meets this distribution test, there are limits to th 
number and variety of products that can be efficiently sold by a sa esman 

is to be more than a mere order-taker. , 

Sometimes the selling power rests on no more than a blanket ’ 

Products that can be sold compatibly under a well-known company a e 
sometimes added even though they are sold through dilTeieit cianne. 

require a specialized sales force. 


6 A systematic search for products developed by large re: ’ ea ^'’ ^^dahzewas made 
volume prospects were too small for the developing company o c ‘ fa ir i y diverse 

recently by an outfit which has shown considerable success m p cents- 

small businesses. Professional “product-finders" also prospect here for then P 

» A special case of distribution mechanism economies are the . s ^ ,ng '™ This 
shipment rates for products that come under common freight cl; a *^ R (i , 

economy has been an important one in inducing building materials m. 

broaden their product lines. 
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h addition to savings of specialization and scale, esfabM ttd 
organizations of salesmen and distributors constitute a »mree of P Kmop^,y 
vantage Frequently the dealer organization is the company s 
hardest to duplicate asset Development of adequate distribute, ts some.™ s 
major barrier to entry. Hence the selection of products that w,11 MrttafPfr 
utilize this facet of monopoly power is an important element in successful pro- 

duct-line development. 9 , 

5. Common Raw Materials. Many companies look for product addUions^that 

use the same basic raw material or its by-products. The rubber indi 

product-lines exemplify the application of this test. A company 
asbestos mining properties has directed its product research toward developmg 
new products that will use not only asbestos but also the short fibers and othe 
wastes that are left after the regular asbestos products have been manufactured. 

The economic rationale for this test rests on two points: First, the basic 
source of raw material is controlled by the company (e.g., asbestos mines or 
bauxite deposits); the addition of products that use the common raw materia 
may help develop the market for that material. They can also put the company in 
a position to exploit differentials between the prices of raw materials and finished 
products. Second, important savings result from intimate familiarity with intri- 
c processing methods. For this reason the petroleum companies rely heavily 

upon the common-material test. 

* fi. Benefits to Present Product-Line. The foregoing tests depend largely on 
the contributions that existing products and facilities can make to candidate 
new products. This "benefits” test, in contrast, asks what the new product can 
offer to existing products. Contributions through interrelationship to demand 
have already been mentioned; contributions through experience in new types 
of production methods which have applicability to old products have received 
much attention as a result of the peacetime lessons of war production. Simi¬ 
larly, post-war ‘ defense’* research and pilot production supported by the mili¬ 
tary organization illustrate this educational contribution of some new products. 
Private ventures into new products simply for educational benefits in producing 
old products are long bets which few companies can take. Old products are a 
generic class subject to continual evolution. The educational benefits from an 
added product, either in research, production methods, or even demand inter¬ 
dependence. apply not only to the present products. Often, more importantly, 
these benefits apply to the projected path of development of these existing 
products. Remington Uand’s recent acquisition of a company making a new 
type of "electronic brain” computing machine may illustrate this kind of con¬ 
tribution along the paths of projected development of existing Remington 

•The question is noi whether the new product can be distributed at all through the 
r nmti.tm\ marketing organization but rather whether it can be distributed economically, 
both ,ts compared with alternative candidate products, which might otherwise use these 
ruled distribution facilities, and as compared with selling the product to other dis¬ 
tributing organizations, while itself manufacturing it. 
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equipment. 


(d) Dropping Old Products 

The problem of determining what products should be dropped is. in general, 
the converse of the problem of selecting products for additions. There are, never¬ 
theless, certain differences. 


Broadly speaking, when a product’s profit or sales behavior is absolutely or 
relatively unsatisfactory, there are four choices: (1) improve the present opera- 

m - 

tion and keep the product; (2) keep on making it but sell it in bulk for others 
to market; (3) keep on selling it but buy it from others who can produce it 
more advantageously: and (4) stop manufacturing it and stop selling it. 

The first three are outside our present discussion. The criteria for eliminat¬ 
ing a product altogether are substantially the opposite of those for product 
additions. One approach, therefore, is to screen products that look sick enough 
to be candidates for deletion through the same kinds of suitability tests dis¬ 
cussed above. Another approach is to appraise the product in terms of profits 
and sales results, such as whether it is slipping in market share, whether it 
accounts for a trifling percentage of the company's sales, and whether its not 
or incremental profits are satisfactory as compared with other products or 
with products that might be produced if it were eliminated. A product that 
fails the suitability tests and also shows up badly in profit results is more 
clearly a candidate for total elimination than one that is inherently suitable 

but temporarily sick. 

In applying the profit tests, a distinction must be made between the long-run 
and the short-run profits. Products that show comparatively low or negative net 
profits may still have incremental profits, that is. they may make contributions 
to general overheads that would not be made if the product were dropped. The 
sort of short-run consideration can lead to serious errors if it is projected to 
far into the future. Presumably, the growth of more profitable products should 
soak up the excess capacity that produces these incremental profits, and the 
continual stream of candidate products mav in the long run produce a greater 
contribution to overheads than the old product that is retained because of it' 
incremental showing. 

The main economic difference between dropping and adding a product is. 
of course, sunk costs. Deletions that are decided upon solely on the basis of 
net profit, with no consideration given to the fact that costs are sunk, can lead 
to short-run losses. But. again, it may be that this is a more valid criterion 
than it appears to the economist, because executive time squandered on tm. 
squeaky w heel and on passed-up opportunities to substitute new and better pro¬ 
ducts over-balances the sunk-cost element. 


III. SUMMARY 


- 


I. Product-line composition is a major facet of modern competition, and a 
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company's achievements in new and improved products are an important test 

of its social contribution. to the line is that it utilizes 

2. An underlying reason for addmg a new product t.thed ^ ^ 

* excess capacity. Broadly conceived, *«««^ ^ ^ „ woaM 

the multiple-product firm less o ma e oroduct. Vertical integration 

cost a new company set nr it ^ 11 n * x 1 ^ 

an , d S— -» is a key consi - 

deration hTthe selection of product-line additions The rekvam, cmmep, ,s mere- 
mental profits over the probable ' lf ^ c e ° d d “ thj profitability test. 

Ideally it should be the firm’s market cost of new capital with allowance for 
special’ risks. In practice, different standards are used iadtadmg some averag 
of the company’s past return, return from the best alternative investment, or 

some arbitrary profits goal. . , 

4 Product-line strategy is a semi-independent consideration, though pie- 

sumablv the purpose of strategy is to make money in the long run. Strategic 

considerations reflect personal, technical, and competitive limitations on he 

range of product diversity. This policy short cut may center on putting the 

firm's distinctive strength to its highest and noblest use. 

5. How the candidate product's demand dovetails with that of existing pro- 

• ducts is an important selection criterion. Complementary or substitute rela¬ 
tion inp, the tactical advantages of a full line underlie the more conventional 

test of common distribution channels. 

6. A candidate product Which is made from common raw materials, uses 
existing production facilities, and/or can be effectively sold through the same 
Sides organization is likely to mop up excess capacity and use the company s 

distinctive know-how. 

7. The problem of deciding on what products to drop is the converse of 
adding products, except that long-run cost functions are not reversible and 
that specialized eapit.d is not perfectly mobile. Hence the possibility of salvag¬ 
ing product-line mistakes bv partial retreat should be explored before consider¬ 
ing total elimination. 
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221A Method For Making Product - 

Combination Decisions 

Robert K. [aedicke 

An important part of any product policy is a set of criteria governing product deci¬ 
sions. First, there are the criteria which reflect company capabilities. Second, the 
alternative investment opportunities available to the company must be consi¬ 
dered. This article describes and illustrates the value of using the incremental 

profit concept in evaluating product ideas. 

The manager of any business firm faces at least three important classes of 
decisions. They are (1) how to produce; (2) how much to produce; and if 
more than one product is involved, (3) what combination of pro- ; 
ducts to produce. The first class of decisions involves the problem of choos¬ 
ing that combination of men and equipment which will produce a given 
quantity of output at the least cost. The second class of decisions has to do 
with the choice of the most profitable quantity of output to produce and sell. 
Inherent in the output decision is the third class of decisions, what combina¬ 
tion of products should be produced and sold. j 

Product-combination decisions constitute a very broad and important group. 

Such decisions range from whether to make or to buy a part or subassembly j 
to the best allocation of floor space among departments of a department store. 
Yet, as important as this type of decision is to the firm manager, if he ''ere 
to turn to existing accounting techniques and to accounting literature or a 
complete and definitive answer, he would probably be quite disappoint 
The purpose of this article is to set forth a sound approach to pmduet-co • 
bination problems which might be used as a basis for manage. ia «a 

making. 

THE CONTRIBUTION-MARGIN APPROACH 

The contribution-margin of a unit of product is an j 

excess of the selling price over the variable costs of P* * 
selling the product. Variable costs are those costs " hul \ . % mf 
total as a result of changes in output. However, the variable c J* 
is assumed by the accountant to be constant. Hence, the contri u _ ^ 

with a given selling price, is also constant per unit of produc . 

source : From Business News Notes. A Publication of the Schi ^ K- 

Administration, University of Minnesota, No. 38. April. 1958, PP 
Jaedicke : Associate Professor of Accounting, Stanford University. 
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. fnr anv accounting period, however, depends on the 

number of units sold. The assumption ^ as ,he firm 

bution margin are constant per urn P th norma | operating 

produces within the normal operating range. as the number 0 f 

ran ?s inc e rease e s ded This also applies to the unit selling pne* 

HeSSofunits sold J to be increased by any significant amount, the 

selling price per uni. will undoubtedly have to be attMti00 of 

mmmeemcnt'on' variable costs rather than full costs The contention ts ha 
The contribution margin per unit is more significant for decm oa m*W 

costs from the contribution margin. This approach would be 

for internal profit reporting: for example, to show perforate»T depart 

ment or other subdivisions of the company. The form of the agg g 
income statement sent to the stock-holders and creditors need not be affecte 

by the contribution-margin concept. 

If internal reports are submitted to management on the convent onal or 
full-cost basis, the income statement would appear as shown m Figure . 
example represents a hypothetical department store with three departmen 
The Cost of Goods Sold consists of the purchase price of the goods so 
together with adjustments for freight costs, etc. Assume that Selling Ex¬ 
penses represent sales commissions, which are 5% of sales, and Admm.stra- 


FIGURE 1 

Income Statement By Departments 
For The Year 195X 



Totals 

Department 1 

Department 2 

Department 3 

Sales 

Cost of Goods Sold 

8100,000 

80,000 

8 50,000 
45,000 

S 30.000 

25,000 

820,000 

10,000 

Gross Margin 

8 20,000 

8 5,000 

8 5,000 

S 10,000 

Other Expenses : 

Selling Expenses 
Administrative Expenses 

8 5,000 
6,000 

8 2,500 
3,000 

8 1,500 
1,800 

8 1,000 
1,200 

Total Other Expenses 

Net Profit or Loss 

S 11,000 

8 9,000 

S 5,500 

8 (500) 

S 3,300 

8 1,700 

, S 2,200 
$ 7,800 


tive Expenses are the rental charge on the building. The rent, although fixed, 
is allocated to the departments as a percentage of the sales volume of each 

department. 

P The conventional income statement by departments, as given in Figure 1, 
has serious limitations if the data are to be used in decision making. The 
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Gross Margin, for example, cannot be used as a measure of departmi 
stability because there may be variable expenses of operating , ^ 

other than the cost of the goods sold. Also, in a manufacturing 
fixed costs may be included in Cost of Goods Sold. In a retailing ZS 
this criticism may not apply. The net profit has limited usefulness beoZ’ 
of the allocation of fixed expenses to the departments. Referring to Figure 
it may be unwise to eliminate Department 1, which operates at a $500 hx 

because the over-all profit of the store will be decreased if the buildin- r> 
is a fixed cost. 8 m 

Limitations in the conventional income statement, such as those mentioned 
above, have set the stage for the contribution margin approach. This ap¬ 
proach concentrates the attention of management on sales, variable costs, and 
the contribution margin rather than emphasizing the departmental gro« 
margin and net profit. A contribution margin income statement by depart¬ 
ments using the same data as given above is shown in Figure 2. 

The justification for this type of report is that in planning decisions regard¬ 
ing the object of costing (in this example the object of costing is the depa' 
ment) the pertinent cost is the variable cost rather than the total cost. Fixed 
>st, therefore, is not distributed to the departments but is reported as a 
total for the entire operation, (n a question regarding the proper combination 
of departments, the contribution margin rather than the net profit of each 
department is considered to be the important figure. Thus, each departm?* f 
is judged by its ability to contribute a margin toward fixed cast and profit. 


f he major criticism of this presentation bv most businessmen and accountants 




FIGURE 2 

Contribution Margin Income Statement Bv Departments 

For the Year 195X 



Totals 

Department I 

Department 2 

Department J 

Sales 

8100,000 

850,000 

830,000 

$20,000 

Variable Costs : 





Cost of Goods Sold 

8 80,000 

$45,000 

$25,000 

*10,000 

Selling Expenses 

5,000 

2,500 

1,500 

1,000 

Total Variable Costs 

$ 85,000 

$47,500 

$26,500 

811,000 

Contribution Margin 

8 15,000 

$ 2,500 

$3,500 

$ 9,000 

F ixed Costs : 





Administrative Expenses 

8 6,000 




Net Profit 

8 9,000 





is that, in the long run, fixed casts must be covered and therefore deserve 
proper consideration. This criticism will be examined later in the artic! 
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Profit 


# method for making product-combination decisions 
PROFIT-VO) UME AN A L « : 1 

The contribution margin approach, as 

profit-volume analysis. T is d ^ the variable cost and the 
volume graph (Figure 3). As has bee p rmistant The ratio of the 

contribution margin per unit are assumed orofit -volume ratio. This 

contribution margin to the selling P nCC ^ Ca ^ . the dollar sa les, will 

give 'the total contribution margin at that particular level of sales. 

In Figure 3, sales in dollars are plotted 
along the horizontal axis. The vertical 
axis is used to plot dollars of profit and 
loss and the fixed costs. Line Z repre¬ 
sents the relationship between sales and 
profit when the fixed costs are $30 and 
the profit-volume ratio is 15%. The 
profit-volume ratio will be 15% if the 
unit of product sells for $1 and the 
variable costs of producing and selling 
the unit are 85 • With this set of 

data, the contribution margin per unit 

would be 15% (15/100). 

Profit and loss are read from the Y 

axis For example, at sales of $300 the m . 

profit is $15; at sales of $100 the loss is $15; the loss at zero ^,s $30, the 

amount of the fixed costs. The point at which line Z intersects the saks axis 

($200) gives sales at the breakeven point: namely, the poin on P v-; 
loss Sales at the breakeven point can be computed by dividing the fixe 
costs by the profit-volume ratio. The explanation for this computation is as 

f0l i° W The profit-volume ratio gives the percentage of each sales dollar that can 
be used to cover fixed costs. 

9 Breakeven sales give the level of sales at which fixed costs are 
that is. the level of sales where the contribution margin is equal to the fixed 

costs. 

3. Therefore, breakeven sales can be computed by dividing the fixed costs 
by the percentage of each sales dollar available to cover the fixed costs: 

namely, the profit-volume ratio. 

ADVANTAGES OF PROFIT-VOLUME ANALYSIS 

Profit-volume analysis has proved to be helpful in demonstrating the effects 
of a change in product-combinations. Therefore, it has been used primarily 
to report the effects of a change rather than to decide what the proper combi- 



P 
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nation of products should be. The reporting advantages will be examined 
first, and the decision-making advantages will be discussed later. 

Assume that a company sells two products, A and B, whose selling prices 
variable costs, etc. are given below: 


Product 

A 

B 

Selling Price Per Unit 

$10 

83 

Variable Costs Per Unit 

$ 7 

$3 

Contribution Margin Per Unit 

$ 3 

85 


Fixed costs in total—$40,000. 


If the two products a>e sold in 1 he ratio of 2 B to 1 A, the profit-volume ratio 
for the product “package” is computed as follows : 


Sales 

1A@$I0 $10 

2 B @ S 8 16 $26 


Variable Costs 

1 A @ 87 8 7 

2 B @ S3 6 $13 

Contribution Margin i > 

Profit-Volume Ratio : $13/826 or 50% 


# 


For this sales mix, the profit-volume relationship is shown graphically (line 
X) in Figure 4. If the sales of the firm are currently $12 1,000 per year, profit 
is $20,000 provided the sales mix remains 2 to 1 in favor of product B. Assume, 
however, that during the following year the firm’s sales increase to $140,000, 

but profit actually decreases because of 
a change in sales mix from 2 B to i 
A to 2 A to 1 B. Also, assume that 
everything e'se remains the same ; that 
is, there is no change in selling prices 
or costs. The new profit-volume ratio 
is computed below, and the new profit- 
volume relationship is shown graphically 
by line Y in Figure 4. 

With fixed costs of $40,< l! >0, the new 
breakeven sales are $102,500 compared 
with $80,000 under the previous sales 
mix. Although actual sales have in¬ 
creased to $140,000, profit is decreased 

from $20,000 to $14,600 ($140,000 X .. 

39%—$40,000). The decrease in profit is caused by a change in sales mix 

favor of product A which has a lower profit-volume ratio ihan product 



1025 154 

Soles 


60 ' 


lOO 

Loss and 
Fued Cost 


Figure 4 













265 


A METHOD FOR MAKING PRODUCT-COMBINATI% DECISIONS 


Sales 


2 A @ $10 
1 B 8 S 8 


$20 

8 


$28 


Variable Costs 

2 A & *7 
i b <a $3 


$14 

3 


$17 


Contribution Margin * n 

Profit-Volume Ratio : $11/$28 or 39% 

he profit-volume graph illustrates this situation quite n 

ecrease in the profit-volunte ratio (for the new product^ 

y a decrease in the slope of the profit It • ’ . absolute 

s extended to line Y, the level of sales necessary to produce the 

lollar profit under the new sales mix is shown to be about 
The primary advantage of the contnbution-margin income ““ 

(■grouping of ^variables which affect profit. In *~**££* 

reporting the fixed costs are reported in total. In contnjtibonjw^ 
p^rts the selling price of the product, the variable costs, and the sales mix 
are considered as a package ; hence, all three variables must be considered in 
explaining profit changes. If profits change as the result of a change 
profit-volume ratio, the manager knows immediately wh.eh variables he must 
investigate in order to explain the change. Furthermore, he need not waste 
time looking at the level of the fixed costs; if there is a change in fixed costs, 
it will be apparent immediately simply by glancing at the graph or the income 

statement. 

DECISION-MAKING ADVANTAGES AND LIMITATIONS 

The proponents of contnbut.on-margin analysis claim various decision¬ 
making advantages for this tool. For example, it is pointed out that variable 
costs might be used in pricing the product particularly in a 'Slumping situa¬ 
tion. Some writers even say that variable costs may be used ^ regular 
pricing decisions if a markup is added which will cover a portion of the fixed 

costs and a satisfactory profit margin. 

At this point, a storm of protest is usually forthcoming, primarily from 

businessmen who point out that the fixed costs must be considered in pricing 

the product. Many people view the allocation of fixed costs among the un. s 

as the only “safe" approach to cost-plus pricing. The fear is that if variable 

cost information is given to the sales personnel, the price actually quoted will 

•a udualls slip down SO dose to the variable cost that in the long run the sales 

revenue will not cover the fixed costs. 
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Turning now to product-combination decisions, what arc the advantages and I 
limitations of contribution-margin and profit-volume analysis ? First of all. 1 
it must be recognized that the prices of the products are assumed to be given. I 
Hence, the question is, with given prices, what product mix should be 4| 
adopted ? Actually, product-combination decisions are much broader than J 
i h c above question indicates. When a firm is deciding whether to make or to 1 
buy a particular subassembly or part, the problem involved is essentially one I 
of product-combinations. Furthermore, the entire realm of distribution or I 
marketing decisions consists essentially of product-combination problems. 

For example, the question of the proper combination of sales territories or 
customer classes is very similar to the question of what combination of pro¬ 
ducts should be produced and sold. The same general approach should be 
used for all of the above-mentioned problems. The desirability of a custo¬ 
mer class, like the desirability of a shoe department, should be judged on the i 

basis of its contribution to the over-all operation. 

For illustrative purposes, the example given above will be used in the j 
following discussion. The firm sells two products, A and B, whose prices 
are $10 and $8 whose variable costs are $7 and $3 respectively. If the con¬ 
tribution margin approach is used to determine the best combination of 
products, the fixed costs of $40,000 will not be allocated to the two products. 
Fixed costs, although necessary for the operation of the firm, will not change . 
as a result of choosing various combinations of products. The decision to 
be made is one of choosing the best use of the firm’s facilities. Those costs ^ 
which do not change no matter what use is chosen uie irielcvant. 

For any given level of dollar sales, the best combination o products is that 
combination which will give the highest contribution margin. With this 
restriction on sales, the choice can be made by looking at the Profit-volume 
ratio for each different sales mix. Thus, if sales are estimated at $200,001 
for the coming year, the firm will make more profit if the sales mix is 2 to 1 
in favor of product B than if the mix is 2 to 1 in favor of product A. The 

following calculation supports this conclusion* 


Product Mix 

Dollar Sales 
Profit-Volume Ratio 
Contribution Margin 
Fixed Costs 
Net Profit 

However, if the sales restriction is dropped, it is not safe to conclude that 
2 B for 1 A is a better combination of products than 2 A for 1 B. n 0 
words, the prob em of product mix cannot iv ' ved i ! 
using only the profit-volume ratio. 


2 B-l A 

2 A-I B 

§200,000 

8200,000 

50% 

39% 

S100,000 

S 78,000 

8 40,000 

S 40,000 

S 60,000 

8 38,000 _ 













267 




utl . 1Nr PRODUCT-COMBINATION decisions 

a METHOD FOR MAKING PRODUCI 

. • v M..oiiw the nrofit-volume ratio tor A 
If the products are examined ‘ ndl ^ ld '. y $3 /$8) It may appear, therefore, 

that product B is the most one very imp0 rtant princple 

the firm. However, such a conclusion ^ the firm mu st max.mize 

of profit maximization—in order 1 operating factor. The contri- 

the rate of return with respect to P ^ {or each pro duct, 

bution margin is the proper measure {th contribution margin 

buta Tt - % isneedcd 

" : rder ^ case is production time ; that is, the 

Assume that the scarce fa can roduce at the present level of 

firm can sell more units of A o product B has the highest contri- 

capacity. In such a situat.on, even though^product B^ more pro 

table product. This may I^n-hour 

?2*-A and^man-hours to produce a unit of , Incapacity 

nf the plant is 200,000 man-hours per year, profit would . 

producing only product A. The following calculation brmgs out this point . 



B 


Product 

Units of Production Possible 
Contribution Margin (200,000 < S3) 

( 50,000x85) 

Fixed Costs 
Profit 


200,000 

S600.000 

S 40,000 

8560,000 


50,000 

S250,000 
S 40,000 
S210.000 


In this example, the scarce factor is production time. Actually, the scarce 

or limiting factor depends on the situation. In choosing t e size o e P ^ 
ments within a department store, the scarce factor may be floor space or the 
necessary capital investment. Using the contribution margin as a measure 
of the rate of return, the pertinent computation is the contribution margin as 

related to the scarce factor, e.g. the contribution margin per hour ot ' rodu -- 
tion time, per square foot of floor space, per dollar of capital invested, etc. 
In the above example, product A is more profitable than product B since the 
contribution margin per hour of production time is $3($3/l hour) for pio uct 

A and $1.25 ($5/4 hours) for product B. 

The contribution-margin approach combined with a statement of the scarce 

factor of production is a useful approach foi solving product-combination 
problems. The profitability of the unit can be judged by its rate of return as 
related to the scarce factor. To criticize the contribution margin approach 
because it overlooks fixed costs, as is sometimes done, is not justified. In¬ 
stead, the criticism should be that this approach may be incomplete because 
of its failure to consider properly the scarce operating factoi. 
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Actually, allocation of fixed costs to products may give an indication of the 
relative profrtability of each of the products if the allocation is based on the 
scarce factor. For example, if the scarce factor is 200,000 man-hours of 
production time and the fixed costs are $200,000, a charge of $1 per hour might 
be allocated to each product. The relative profitability of the two products 
can be calculated as follows: 


Product 

A 


B 


Contribution Margin Per Unit 

S3 


S5 


Hours of Production Time Per Unit 

1 


4 


Fixed Cost Per Unit 

SI 


§4 


Profit Per Unit 

$2 


$1 



This solution does not hold in every case however; thus, this procedure 
may be very misleading. For example, when the fixed costs are only $40,000, 
the charge based on 200,000 man-hours is 20 <t per hour and product B ap¬ 
pears more profitable than product A—$2.80 profit for A as compared with 
$4.20 for B. Hence, in this case the allocation of fixed costs leads to a wrong 
conclusion. The reason for allocating fixed costs is to convert the scarce 
factor to dollars. However, unless the fixed cost rate is sufficiently high, 
i he procedure is invalid. The reason is that the value of an hour of produc- ' 
tion time depends on the contribution margin per hour ol the respective 
products. There is no logical reason why the fixed costs per hour should be 
any indication of the value of an hour of production time. 

The contribution-margin approach for choosing product-combinations may 
appear to be applicable only to short-run prob ems. This, however, is not 
the case. In the long run, the firm may face decisions which involve expan¬ 
sion of facilities. Such an expansion might involve additional capital invest¬ 
ment and the question of what area or part of the firm should be expanded. 
For maximum profit, the department which should be giver 
floor space is the one which will give the highest contribution margin per 
additional square loot of floor space. Likewise, if the firm is choosing new 
sales territories as part of a market expansion program, the territory chosen 
first should be the one which will give the highest contribution margin as 
related to the scarce factor—which in this case might be capital invested or 
hours of salesman's time. Hence, the contribution-margin approach is useful 
not only for decisions regarding the best use of existing facilities but also for 

decisions involving an expansion of existing facilities. 

CONCLUSIONS 

In approaching the problem of product combinations, fixed costs shoul 
be ignored. Even if the fixed costs increase, the most profitable product mix 
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will not be changed. The pertinent information regarding each 

men" sales territory, customer class, etc, is the — t & 

necessary to have a statement of the scarce operating factor. The p 
•|,ty of each product can then be judged by relating the MhtntatMl margin 

10 the scarce factor. The information required may be difficult to compute. 

11 mav be that the firm faces many alternatives, and an estimate of eac may 
be required. However, a careful estimate of the pertinent information should 
give a better solution than various shortcut methods which use tea iy 

available but meaningless data. 


i 



231 Top Management's Stake 
in the Product Life Cycle 

Arch Patton 

Most products have a life cycle. Knowledge of the stages in the cycle and the 
implications of each will help management to alter its strategies over time thereby 
obtaining greater profits. 

It is relatively easy for top management to recognize the profit implications 
of price reductions, design changes, product obsolescence, and other of the 
more obvious competitive weapons where a particular product is concerned. 
But executives have been slower to grasp the importance of a product’s posi¬ 
tion in its life cycle as a basis for planning the strategy of profitable product 
exploitation. Too often their attention is focused on day-to-day competitive 
situations, or company-wide problems, rather than on the opportunities to 
advantageously shape a product’s destiny that result h orn trends inherent in 

its life cycle. 

The life cycle of a product has many points of similarity with the human 
life cycle : the product is born, grows lustily, attains a dynamic maturity, 
then enters its declining years. Like the human, a product that h '■> : 
up its potential during the formative years is likely to be relatively unsuccess¬ 
ful in its maturity. And just as each of us must manage our financial 
resources during maturin' to take advantage of opportunities or protect our¬ 
selves against adversity, so executives who control the destiny of a j; la 
must optimize their use of capital resources in the latter stages of the product 

life cycle. 

There are critical differences between the product and the human hi cycle. 
Every person has an average life expectancy—his allotted “three score years 
and ten”. But the life expectancy of a product varies widely. When a dres 3 
designer creates the “sack" style, he probably expects that it will have little 
more than a year of life ; the design of a Chippendale chair may be ‘ good 
for generations. Aspirin is still aspirin after 65 years, but jet-prop engines 
were virtually obsolete by the time they came off the drawing board. 

Although man has fruitlessly sought the elixir that will extend his own 
span on this planet, product life cycles—or phases of the cycle - have been 
lengthened or shortened by a variety of causes. When patents on the tu * 

source : From The Management Review, a publication of the American Manage 
ment Association, vol. 48, June, 1959, pp. 9-14, 67-71, Arch Patton. Principal an 
Director, McKinsey & Company, Inc. 
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* —rrulnrt moved through the introduc¬ 
es tire did not stand up in cour, q ^ years . The automo bile 

tory and growth stages to maturity m less y . what has come to 

industry lengthened its P-* “ade^u 0 mubilies a symbol 

cycle model change based largely on 

machines were parked in our driveways, the result might have been diffe )• 


THE LIFE CYCLE CONCEPT 

jk Ess entially the product life cycle concept is a simple one. It has three key 

dements :0) Products move through the cycle of introduction, growth 

maturity, and decline at varying speeds; (2) unit profits climb sharp y in 
growth phase and start to decline because of competitive pressures during 

Prnfir-Volume Relationships in the Product Life Cycle 



the maturity phase, while volume continues to rise , and (3) the functiona 
emphasis required for successful product exploitation engineering and re¬ 
search, manufacturing, marketing, and financial control—changes from phase 
to phase in the cycle as shifts occur in the economics of profitability. 

At the risk of oversimplifying the life cycle concept, the chart on this page 
gives a view of the profit and volume relationships occurring in -each phase of 
he cycle. The losses of the early introductory phase give way to soaring unit 
profit margins during the growth phase. Profits turn down—while volume 
* continues to expand—in maturity, and both slump during the decline, or 

obsolescence, phase. 
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These profit-volume shifts, in turn, lead to changes in the relative import- a 
ance of the various functions within a company from phase to phase. This is I 
probably best described by a brief review of the distinguishing environmental " 
characteristics in each segment of the product life cycle. ^ j 

The Introductory Phase 

The critical ingredient here is research or engineering skill in product 
development. However, skill in testing and launching the product ranks 
high as a factor in its ultimate success. Many a “better mousetrap” never saw 
the light of day because consumers did not know which door to beat a path 
to. Normally, losses are heavy in this period, ior volume is too small to yield 
profit in the face of high promotional costs. 


The Growth Phase 

The product having survived the introductory phase, the problem becomes 
one of getting a workable version on the market in sufficient volume to secure 
a brand franchise. This is of special importance ‘or a consumer product, 
which must build acceptance at the distribution, retail, and consumer levels. 

Thus manufacturing becomes the key function. Many products have died 
in the growth phase because engineering or research tinkered with product 
design so long that competitors pre-empted the market by i he time production 
cot under way. Indeed, there is evidence that, under certain market condi¬ 
tions, volume is more important than product quality at this stage. The 
consumer apparently will accept uneven quality in a product’s early growth 
period if he wants the product and has little basis for comparison between 
products. However, it must be added that the extent to which a product 
provides real consumer satisfaction at this stage largely establishes the quality 
climate in which the product will live in later stages of its life cycle. 

This is a period of high and sharply rising profits for manufacturer, distri¬ 
butor, and retailer. Risks can be accepted that would be disastrous in a more 
competitive era, for soaring demand covers a multitude of sins involving hasty 

or ill-considered actions. 

At some point in the growth phase, marketing decisions 01 great future im¬ 
portance are made. For example, agreeing to market the product through a 
specific distribution channel, or to sell only to the quality market, may 
become important restrictions on product manocuvcrability in the next, or 

maturity, phase. 


The Maturity Phase „,, r ti»tine 

As volume rises and the market becomes increasingly saturated, . 

steps to the center of the stage. Generally speaking, at this point a c ° 

tive products are reliable and there is less and less to choose ctwe 1 , 

Improvements in the product tend to be small, with selling eatures 

changes dominant. 
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retainer moving back to the distributor, and finally reaching the manulac- 
turcr _giving up some profit in an effort to maintain or increase volume. This 

•LIy take the form of one link in the chain absorbing costs that 
borne by another (distributors handling credit and financing .* .* 

maufacturers consigning stock to distributors), or taking over t c 
the other (as when manufacturers set up branches to replace distributors or 

retail outlets to bypass both distributors and retailers). 

Often overlooked in assessing product distribution costs at J 
are the costs beyond the manufacturer’s sales force—the profit margins o 
distributors and retailers. These costs loom large in the total product cos , 
lie closest to the consumer, and are the first to feel a price squeeze. ^ e 
experience of recent years is any criterion, price pressure on a “mature pro¬ 
duct at the manufacturer level lags behind retail and distributor price pres- 
ires. This tendency underlies the movement among manufacturers to “get 
closer to the consumer” by establishing branches or retail outlets. Such a 
step is designed to protect the factory profit by accepting a break-even, or 
loss, if necessary, at the branch or retail level to move the product in 

quantity. 

Creative selling may develop whole new markets for the product in the 
) maturity phase, despite apparent saturation of the market. Cigarette manu¬ 
facturers opened the female market ' hen the sales to male smokers 
approached saturation ; and deodorant makers reversed this procedure by 
turning to the male market after saturating the female market. 


The Decline Phase ■ . 

As a product becomes increasingly mature, the pressure to reduce costs in 

ead step of the engineering-manufacturing-distributum process mounts. This 

results from growing price competition, as t ie difference between competitive 
products is reduced to the vanishing point and increasingly sophisticated 
consumers evaluate price and quality more effectively in their buying. The 
advantages of the “old” product versus the attractiveness of the “new” pro¬ 
ducts coming on the market also play a part in the consumer s assessment of 

product value at this point. 

The need for controlling costs, which normally starts while volume is still 
rising, becomes a matter of survival as the product moves into the decline 
phase. 1'he few manufacturers of street cars, steam locomotives, and wind¬ 
mills still in business are the last of a long list of competitors; they survived 
by withstanding price pressures of the decline phase longer than the others, 

or by developing other products. 

The dominant role of marketing at product maturity gives way in the anal 
^ phase of the product life cycle to the neec for a o T a d aiii1 • ei 

product costs : engineering, manufacturing, and marketing. The functional 

35 
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emphasis in a product’s decline—and in the late maturity phase- -thus become 
one of “managing” product expenditures to optimize the return 
dollar of cost. 


°n each 


The product can no longer afford a marketing, or manufacturing 0l U 
engineering-oriented management. It cannot afford, for instance, to have 
the engineering department spend 90 per cent of its development budget on 
marginal improvements with little consumer attraction; or to have a manu¬ 
facturing department “under run” a seasonal product 30 per cent to protect 
itself against being overstocked at the year end; or to have a sales depart- 
ment overestimate product requirements by 20 per cent to ensure prompt 
delivery. 


Each of the above decisions (they actually occurred) appeared reasonable 
to the functionally oriented executives who made them, and, had the products 
involved been in the growth phase, the chances are good that these errors in 
judgment would have been buried under the rising tide oi demand. How- 
ever, each of the products faced the severe price pressures of late maturity, 
and company profits were sharply reduced by these unilateral decisions. 

As the necessity for “managing" the exploitation of a product grows more 
acute, financial controls become increasingly important. So do the skill, 
resourcefulness, and courage of the financial executive. He becomes, in effect, 
the chief of staff to the executive with over-all profit responsibility, who 
alone has the authority to insist that functional executives develop a coordi¬ 
nated program to optimize product profitability. 

So functional control comes full cycle in the decline phase. The executive 
with over-all responsibility saw to it that the product was successfully intro 
duced ; then he yielded a measure of influence to the manufacturing and 
marketing executive as the cycle unfolded, only to reassert 1 is authority in 

the final phase. ,i 


Xv 


f I 




SOME BIG QUESTIONS 


There are those who believe that so many exceptions can he found to the 
product life cycle that it has questionable validity. They point out, for 
example, that many products of venerable vintage—such as steel, brick, coal, 
cement, bread, copper, shoes, and window glass—flueuate with the ccononru 
rather than conforming to the traditional product life-cycle pattern. Similar), 
a broad range of consumer and specialty items appears to be impervious to 
the normal life-cycle pressures. These include such products as drugs, patent 
medicines, branded packaged foods, printing presses, roller window shacks. 

drill presses, saws, bicycles, and the like. 

Some products appear to be less subject to price compe ition at maturtty 
than others for reasons that are not always readily explainable. One segmen 
of this fortunate group consists o relatively low-priccd products with P ea ® ar * 
or health-giving properties that people have come to bclivc in and a ve 
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Me basis for judging. Products of 

SJffS "er "ZH .ess judicious comparison of the merits 
f^ Cof proprietary and 

prietary includes a large group of products 

'hi, '"o'domtaaTrte market that their manufacturers are in a position to 

exercise great influence, if not actual contro ’ t0 price competition 

Durable consumer products, w ic are ^ ^ have certain life-cycle 

than emotionally bought consumer 1 , _ . la el reflec t the fran- 

or furniture manufacturer bus at boih 
chise that a refrigeiator, or ’ nroducer of a durable consumer item 

(radio, refrigerator) faces the costly »■*■** ***£! new product. 

SSLtK S£ SKi U; 

z: rs ^ r.“ 

will frequently accept the “copy” on the basis of relatively minor price, d 
verv or service advantages. 

Much of the doubt about the validity of the life-cycle concept appears to 
stem from two basic sources: the economics of the production-distribu 10 

n r 0C ess and the definition of what constitutes a new product. 

P For instance, anthracite coal does not exhibit the price weaknesses 
associated with a product in its decline phase. Yet domestic outpu of 
anthracite has been cut 50 per cent during the past 15 years as a result of 
the competitive inroads made by oil and gas. The reason coal prices 1 
not decline, of course, lies in rising union-controlled lab" rales and the lava, a 
of a large number of marginal producers that were forced by declining volume 

to close down. 

In other words, the fact that anthracite coal does not behave like a product 
in its decline phase results from a combination of economic factors that made 
it possible to maintain prices, despite a large drop in demand, by cur ailing 
output. A similar economic balancing act seems to occur to many othei 

commodity or commodity-type products in the decline phase. 

A substantial number of products that do not follow the typical life-cyc e 
pattern are protected by the economics of their production-distribution pro¬ 
cess. Patents, a limited number of producers willing to live and let live, 
heavy brand-advertising expenditures, and a dominant maiket share by a 
single producer all help a product negate the facts of the life-cycle. 

However, the most complex element to untangle in understanding the lite 
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cycle concept involves the question: What is a new product ? For exam 
are stereo records a new product or simply an improved variation of the” 1156, 
ventional monophonic record ? How about the steam iron versus theT' 
iron ? Or filter cigarettes versus the original nonfilters ? Or fluoresce 5 
versus incandescent lamps ? Or color television versus black and white Tv? 

The difficulty of determining under what conditions a new product moves 
into its own cycle and when it is a variation of an old product that merel 
fluctuates around the life-cycle of the “mother” product is a major factor in 
doubts regarding the product life-cycle. 

There appear to be few universally recognized characteristics distinguishing 
the new product from an improved variation of an old one. Indeed, examina^ 
tion of a good many products indicates there may be several degrees of 


“newness” 


1. The unquestionably new product —Stereo records show all the signs of 
a new product at introduction: high price, severe performance problems, 
spotty distribution, and the like. As another example, the transistor does 
certain things better than radio tubes, and at a lower cost. 

2. The partially new product —The steam iron satisfies a consumer need- 
for dampening fabric—that the original dry iron cannot. However, the steam 
iron can do everything the dry iron does, hence competes as a general-use iron 
with the latter. Another example might be the portable radio, which does 
everything the table radio does and, in addition, can be readily carried about. 
The key here appears to be a product that extends the market, but also 
competes with the old product. 

3. The major product change —Basic technological changes may yield a 
new product that becomes a mature product virtually overnigh by simply 
replacing the old product. LP records and tubeless tires are cases in point. 
The principal manufacturers switched from the old to the new product so 
quickly that the new product had virtually no life-cycle of its own. 

4. The minor product change —Power steering, remote-control TV tuning, 
and the like may give the product a short-term competitive edge, but they do 

not alter the life-cycle pattern of the product. 

These examples indicate that a new product can reasonably be described in 

these terms: 


A new product is a product that opens up an entirely new market, eplaces an exist¬ 
ing product, or significantly broadens the market lor an existing product. 

Since there are many marginal situations where — even with the advantage 
of hindsight—it is difficult to distinguish the new product from the variations 
in an old one, there is obviously considerable risk of error in assessing the future 

o : an existing product. For many years prior to the war, for example, telephone 
installations fluctuated with building construction and the economic cycle. e 
telephone showed every characteristic of a mature product during 
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decades. Yet in the post-war years, telephone installations zoomed and far 

change in the promotional philosophy of the 

telephone^company after the war. The gaily colored phones, the «-« 

about the use of these phones in the den, kitchen, and so , 

to an upward push that renewed the growth pattern of what appeared to 

have become a mature product. 


ECONOMIC FORCES AT WORK 



Some industries have found it essential to count on relatively short life- 
cycles for their products. Ethical drug and packaged cereal manufacturers 
discovered that sales of new products normally enter a declining phase i 
three to five years. Therefore, if product-development programs are not 
planned around this short life-cycle, company profits become unrealistica y 

hish for a short period and then slump drastically. 

A patent-protected product may stay in the high-margin growth phase for 
years after an unpatented item of identical vintage has been subjected to 

profit-slashing price competition in its maturity phase. Wen te onsoI j 
lighter patents expired a few years ago, the product switched from what 
appeared to be its growth phase to a highly competitive maturity phase 

virtually overnight. . r . 

Fundamental economic forces are constantly at work changing the lite- 

^cycle pattern of products. For example, the farm market is in the process 
of a major shift from small operators who look at farming as a way of life 
t. large farmer businessmen (and even farm corporations). Such a move is 
likely to mean that the distribution mechanism or selling the farm market 
will "tend toward fewer and larger outlets. This, in turn, may well speed up 
the life-cycle of farm products as the more aggressive manufacturers sense 
the opportunity to gain an advantage by stepping up the tempo of marketing 
change and product development. 

: his would not be the first time that imaginative engineering has shortened 
the life-cycle of existing products by finding new approaches to better serve 
customers within industries facing basic changes in their profit climate. Not 
too many years ago the design of a printing pi ess, or a steam generator, or a 
machine tool, or a paper-making machine changed relatively infrequently. 
Today, competitive engineering is forcing constant change in the life-cycle 


pattern of such products. 

Studies of the product life-cycle face the problem that the four major 
phases of the cycle do not divide themselves into clean-cut compartments. 
At any given point in time, a product may appear to have attained maturity 
when actually it has merely reached a temporary plateau in the growth phase 
r p r i or to its next big upsurge, or an economic recession can give a growth- 
destined product temporary symptoms of maturity. This means that it is 
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frequently difficult to judge with accuracy the phase of the cycle in which 
the product currently finds itself.... 


VALUE OF THE CONCEPT 




Despite the many unanswered questions, the life-cycle concept has proved 
to be a sound planning tool when properly used. An appliance manufacturer 
was considering an expensive advertising and promotional campaign 
designed to create a “quality image” for its product. A survey showed that 
this particular appliance was in the late maturity phase of the life-cycle. 
Competition was keen, and the company’s product had spotty distribution 
(rarely in “quality” outlets); it was considered a “price” item by retailers, and 
recent models had had serious performance deficiencies. If this product had 
been in the growth phase, attempting to change a “price” image into a 
“quality” image might have been practical. The fact that this product was 
in the maturity phase, however, argued that, in the short term, funds could 
be used to better advantage in other directions. The reason, of course, was 
that both the consumer and retailer image of this and competing products 
had “hardened”. Any material change in this image would require a huge 
advertising and promotional expenditure over many years and years were | 

too long to wait for improvement. 

Another manufacturer was considering eliminating wholly-owned branches 
in large cities because they were losing money. However, the product was 
a mature one, and field surveys indicated that gaining tight control of retail 
distribution in big cities was essential to maintaining volume Vm panted 
to the need for more, not fewer, branches, and led to a careful in g 

of the whole distribution process. It was found that (1) company o 
branches had consistently captured a higher market share nan 
independent distributors, (2) the mmtufactumig profit on bran ' 

easily offset branch losses, and (3) in spite of branch losses ^ bruk- 
results, the company was generating substantially greater P rofits ,n b ' , e 
markets than distributor markets having similar potentials- enoug 
the return on large branch investments very attractive. In this c, 
decision was reversed because the life-cycle position of the pro u 

more intensive study of the problem. product 

The life-cycle concept has been valuable m planning ^ Motors - early 
exploitation strategy of many companies. For example, en * Succes s 

decision that a strong dealer organization was essential to»its 
gave this company an important competitive edge as the a R ytheon , 

maturity. The decision of companies like Stewart-Wamer, CBS, * ^ „ 
and Stromberg-Carlson to withdraw from television set P rod "*\ , ifc . cyC le 
this product’s maturity phase points to their recognition 

pressures were working against them. i. ima oin* to 

On the other hand, many companies have made decision 
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th T Tndtl forces 0 at 'work Sf product’s life-cycle. 

“ ■= 

company’s ultimate withdrawal from refrigerator production. 

PROFITS AND PERSON NFL 

To be sure, much remains to be learned about the economics of the pro¬ 
duct life-cycle. But studies to date have shown that two critical managen en 
areas are best understood in terms of this cycle : (D product profitability, 
and (2) the personnel requirements of product management. 


The fact that product profits are greatly influenced by their life-cycle post- 
tion points to the wisdom of taking this into account in product-exploita ion 
strategy. Great risks can be taken in the growth phase. Indeed, time is so 
critical at this juncture that such risks often must be accepted. However, 
a careful husbanding of resources is essential in the later maturity phase, 
h when profit margins are so low that losses become very difficult to recoup. 
' Underlying any discussion of the product life-cycle is the pressing need for 
management effort to insure the generation of new products to provide 
stability of company profits. This is particularly vital in industries where 
product life-cycles are characteristically short. The role of the research and 
development functions and the strategy of merger cannot be underestimated 
as elements in long-term profitability or even survival. 


Personnel Strategy 

E| T| lc perspective that the life-cycle concept provides top management n 
the development of executive personnel can greatly influence company profits. 
When General Motors chose Harlow Curtice as its chief executive in U )C >3, 
the directors’ action undoubtedly reflected the maturity of the automobile 

itself and the need for a strong marketing executive. 

The shifting of the functional job skills that are required in the several 
phases of the product life-cycle makes it possible for top management to 
assess future personnel needs with some accuracy. Research and engineering 
are the key in the introductory phase, manufacturing in the growth phase, 
marketing in the maturity phase, and financial and over-all management 
judgment in the decline phase. 

However, since phases of individual product life-cycles are constantly 
changing and usually overlap phases of other products, there is evidence that 
a balanced group of functional execuiivcs is of prime importance. Companies 
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dominated by engineering, manufacturing, marketing, or financial executives I 
seem to have problems in other phases of the cycle or in managing a group I 

of products in different life-cycle stages. A fast growing chemical company, I 

dominated by research-oriented executives, discovered to its surprise that ' I 
several key products were in the late maturity phase and were not being I 

effectively marketed. Top management considered theirs to be a “growth" I 

business—which, in general, it was—but had not iaced up o the problems I 

of the mature products in their line. I 

The need for a balanced group of functional executives is attested to by 1 

the expanding product line of the average company. This means that more I 

and more individual products are likely to be in different phases of the life- 
cycle at a given point. For example, the major TV producers also sell radios 
and high-fidelity equipment. Each of these products is in a different phase 
of the life-cycle: hi-fi is rapidly growing, TV is at maturity, and table radios 
are close to the decline phase. Thus each has different problems and oppor¬ 
tunities and requires executives with somewhat different talerns. 

In the long run, since all products get older and the matuiity and decline ] 

phases constitute the longest portion of the life-cycle, a growing demand for i 

executives who can accept full profit responsibility is clearly forecast. How 
these men are to be identified and trained is one of the problems that many 
companies, with an eye on the life-cycle of their products, are wrestling | 

with today. 
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G. T. Borcherdi 
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T™e autho^of this°arlicle delineates specific M. » be considered in desist 
a „ integrated marketing program for a new plastic product. 

Before setting into the aspects of designing a marketing program for a new 
product 1 thought it might be well for me to give you a little background about 
Eft of busTne* " which we are engaged in the Polychemicals Depart- 
ment of Du Pont. This may help you understand why PH be^somewhat^ vague 

hand, appear to go overboard in considering some of the ^ 
to our problems, not necessarily of great concern to you. 1 hope, however 
,hat I adequately touch on the significant points because my main obfect ve 
in this presentation is to relate them in a fashion that describes an mtegrated 

irogram. „ , 

Our Polychemicals Department manufactures and markets Zerone and 

“Zerex” anti-freeze, a wide range of agricultural chemicals and various bu k 
chemicals such as adipic acid, methyl alcohol, and ammonia. On the plastics 
side, we arc heavily involved in the polythylene business, in fluorocar on 
polymer** and a variety of nylon and acrylic plastics resins. We produce 
some semi-finished forms as well as finished forms of plastic products. 

For this discussion I have chosen the plastics area for considering the 
design of a marketing program for a new product. I feel that here we can 
delineate specific factors in a very orderly and common-sense manner—and 
in addition we are dealing with what is now a profoundly important area in 
coming to grips with commercialization of new products. 

In Figure 1 I have depicted in simplified form the sequential flow of mate¬ 
rials as a plastic is produced, shipped to a customer for molding or shaping 
with the shaped object then following typical channels until it reaches its 
point of ultimate consumption or use. You will note that I have made a 
kr.ic distinction between uses of the product that end up in producer equip¬ 
ment and those that are ingredients of consumer items. Depending upon the 




Souses: From Robert I . Cleweit ted.), Markt tftix's IW* Scientific 
Mia/ .nr nt tt'huago: American Marketing Association, 1957), pp. 58-73, G.T. 
Borcherdt M r .gcr of Marketing Analysis Section, Polychemicals Department, 
F. I. Du Pont de Nemours and Co., Inc. 
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PRODUCT 

DEVELOPMENT 



MARKET 

DEVELOPMENT 



CONSUMERS 

Figure 1 

Typica ! flow of plastic product 

extent of this split, the over-all product involvement can be profoundly 
influenced, because, as you well know, consumer goods purchases and capital 
goods purchases can be and very often are markedly out of phase. I have 
flagged this in the diagram by showing that the machinery involving the pro* 
duct ceases to flow at the point at which it is used, whereas the iri .1 1 '' 
portion of the consumer item flows beyond this point. Although r t '-h 
in this simplified diagram, producer equipment, of course, can and usually does 
flow into the various other stages of manufacture. In this connection I have 
shown items produced by the customers, and their customers in turn, flowing 
back to the basic manufacturer of the product. This, ; feel, can be a Wtf 
important point to recognize inasmuch as valuable information can be 
obtained within your organization as to performance o items made from your 
products. You will find as I go along, that recognition of factors involved in 
the distribution through the stages indicated on this chart become principa 
points in my discussion, in particular the end-use factors involved. Also t e 
factors shown on the left-hand side of the chart involving product deve op* 
ment needs become important to recognize in the over-all design of t e 
marketing program as these factors relate to the market development segpe 
of the program. 
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design of the marketing 



Since I have selected a new plastic product for the discussion, let s take a 
pT at what's been happening to plastics. Figure 2 

growth of plastics resins. This is an arithmetic scale in which the quan ty 
in pounds for 1956 was a little over four billion and in dollars abou 
billion. Now, some pretty learned gents did a little projecting back in 1942, 




NOW 


Figure 3 

Base factors in design of marketing program for the new product 
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and look what they came up with. How wrong can you be by relying on his¬ 
torical trend projections ? The point which I want to emphasize here—and 
as a matter of fact this is the heart of my whole presentation—is that in de¬ 
signing our program we must consider primarily what it is that can be 
achieved as a result of bringing this product on the market, rather than simply 
transcribing what has happened in the past to other materials that we have 
chosen to call plastics. I think you will find that the approach constitutes 
fundamentally the application of straightforward common sense, although 
there are undoubtedly some pretty knotty problems to face in development of 
the various components of the program and what can be achieved by it. 

To set the stage, I have shown in Figure 3 the basic factors to be consi¬ 
dered. Obviously, it is necessary to predict quantity of sales we feel we can 
realize as time goes on. The key factors in achieving these will be how we 
expect to deploy our effort in the marketing program—and resulting from 
this, whether or not it is worth while. In other words, can we predict an 
attractive profit position in relation to the effort required ? 

.. Let’s assume we have a candidate new plastic resin and tackle the job of 
setting the stage for decision on commercialization. Naturally, the first 
question we ask as the new plastic emerges from the test tube is “what’s it 
good for ?” So, in Figure 4, I’ve shown a quantity bar which describes, and 



- 


I emphasize the word “describes,” the extent to which the product ‘S , 
nically suitable for use. Or more simply, what can you make out o 
how much would be required if you made these things out of it 7 n . 
this we must consider specific end-uses, and since we are considering w 
or not it is worthwhile to commercialize the product, the size of the m 
for these end-uses must be built up. Since our tools for doing t is 
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available from government and trade association sources and 

£££ ,h». .WW"" *i» **>«“ 

“ "'ZT? have duos on the left-hand snle of .he f-r. Now. 
Z-~ 4 we Sr. build up much of a bar here, it a unlikely that we 
T tj ^ with designing a marketing pr , ; ’ 






■ Figure 5 
Size ©f market possibilities 
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oar and* m Id what we should be i. 
commercialize this product. So. let's take a nest step 
pact of selling price on the v?e of these market possibittties. 

|pft- Figure 6 I have added to the picture#he market sire depict 
to which the product should be u s ed over a selling price nogs. Hwt b 
where the problem really gets complex because you will remember from the 
first figure that a plastic resin can co through several stages of fabrieitwa 
before its real value as a potential end-product Its been assessed. Basically 















logure 6 

Size of market 
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the economic aspects of utilizing this r#.>tenal mu> M ... 

picture in order to buM the bars of “should be used" over the sc * * 
range. The bar to the far right is. of course, equal to the far left 1 ' 

at a sutficientty low seling price the product should be used wherever 

technically suitable for use. 

Now. at this point I want to emphasize that in no way do these q _ 
representing size of market possibilities tell us how much we tan et' ^ 

sell. W© still have quite a way to go before we are ready to tell 
ment how much we expect to be able to sell. These quantity 
by the data used in their development, basically provide us with a • 
possibly one of the most basic tools-to start consideration of the I V ^ 

>ram with its attendant expected sales result. In the an 

figures. I am going to ttf to 4qBet t he b asic framew ork m ns&n- 

formation behind the “should be used*’ bars fits viA leaped to 
tion of various alternative courses that we could take. 
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, . f thi - ,. er i es (Figure 7) I have switched around the ordi- 

: Z the line of .he “should be used" against 

“ihng price" with Llling P'ice on the vertical and volume on the horizon- 



a 


Figure 7 

Framework of market possibilities 

lal orclma.es. In Figure 8. I've detailed the end-use ^ P*««» JjJ? 
various market areas associated with the bu,l.-up volu,ne Thus it a h gh 
■ellmg price we mav have a single use in the automotive area and perhaps a 
couple of end uses in the electrical and electronics area where the^ specdm 
properties of ihis new product have high economic value. Particularly in the 
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Figure 8 

Framework of market possibilities 
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construction, personal, and toy areas other competitive products beat o 
our new product if it must sell at a relatively high price. But as we ° 
down in testing the effect of selling price, D and E uses, or use areas, come 
in addition to the A, B, and C areas. Nothing more emerges from the 
electrical and electronics area, but an F use pops up in the construction area 
Still no personal or toy items, but these later come in as we go down to rela¬ 
tively low selling prices, and of course build up rapidly to very high volume 
levels, perhaps throughout the entire market area. 

Now, I feel we are starting to recognize some factors basic to the design 
of a possible marketing program for this new product. But, as yet I’ve shown 
nothing that gives us a clue as to whether it could be attractive for us as a 
producer to put the product on the market. Undoubtedly, while we’ve been 
building this market possibility picture we have been developing cost and 
investment information on the manufacture of the product, and we probably 
have a pretty good idea o( v tat it’s going to cost us to manufacture it. More¬ 
over, it is likely that the unit costs and unit investments in production facili¬ 
ties will be quite sensitive to scale, particularly at the early stages of volume 
growth. 

In Figure 9 I have added the typical line relating volume of production to 
selling price for an attractive profit position for the producer of the plastic 
resin. As indicated, this figure depicts a region of mutual incentive when you 



mutual incentive 
(producer vis-a-vis user) 
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relate the line showing the extent to which the product shouldI be u; 
he market with the attractive profit position line. In graphic form, «deP'C“ 
whether or not there is likely to be mutual incentive on the part of pote 
«rs of to product and on the part of the producer for commercialization 

* If these lines don’t cross, it seems quite unlikely there is any soun econ 

mic reason for putting the product on the market. 

Perhaps you can now see my reason for associating the lower portion of 

the chart on end-use market pattern with this selling-price volume picture^ 

We immediately begin to get some clues as to the nature and kinds of end 

uses on which we can put marketing effort and expect enthusiastic response 

in the market areas, depending upon our pricing plans. Of perhaps greatest 

importance, it indicates the order in which we will promote uses with the 

recognition of planting the seeds for future promotions as selling prices may 

trend down with increased volume of production. However, bringing this up 

at this stage is really premature because we have not yet come to grips wi 

deciding what our sales volume can be in the face of these opportunities, and 

whether or not we can capitalize on them will depend upon the effectiveness 

we can achieve in a marketing program. 

Referring again to Figure 3, we must put together the program for deploy¬ 
ment of effort in terms of cost in relation to the profit to be realized by 
achieving sales. Another way of putting it, shown on Figure 10, is that if we 
I start a marketing program we must, within an acceptable time, reach the 





Figure 10 
Sales versus cost 
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point at which sales dollars are sufficient to cover our marketing costs, our 
manufacturing costs, and provide us with an acceptable profit. I have shaded 
the profit area and the marketing cost area as they are the key points in 
today’s discussion. Arriving at manufacturing costs is usually straight¬ 
forward, and we are likely to know these within acceptable limits. ® 

I’ve said nothing yet about forecasting our sales. Actually, we still are not 1 
in shape to forecast. There are likely to be more market possibilities than 1 
we can possibly go after within the limitations of our marketing facilities. 1 
Consequently, we must select from the alternatives facing us. It behooves I 
us to consider very carefully the costs oi attempting to develop the various 1 
markets, if we are to select the most attractive approach. Accordingly, on i 
Figure 11, I’ve translated the previous figure into one depicting profit/effort 1 
relationship showing typical components of a marketing program or a plastic I 



Figure 11 
Profit/effort 

resin, which add up to a total marketing cost which must be related to the 

total profits derived from sales volume achievable. 

Considering the components of the marketing costs, we will, in the even w 
commercialize, undoubtedly have continuing costs associated with researe 
on improving and modifying the product. I have indicated this on the g 
as product development cost. There will be costs connected with wo« » 
out ways in which to fabricate the end-use items. This is inevita e, ev 
though we may not be making the actual end-use item ourselves, 
salesmen will be working with the customers, such as molders and extru 
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ssassi l :r t 

Fo, example, our immediate customer. I«J«« ■^ ^ ^ ^ we , 

a captive sense, earn- nght roug . . . cn d-use development with 

therefore. may have very tnmor co® m *ed m en ^ ^ end . 

uses, in some areas a great deal of ‘“ “I ’ K i,h veIy 

w area. Kith our ™“ d, “ ^“hTTod-uses are predominantly in areas 

** •‘° rt “ th '' r Z distribution approach must be involved, perhaps 
where a significantly new distr P ¥’ ^ handle distribu tion, this 

even to the extent that we have to S example here, 

area may be of particular importance. Hr^ ^ J already 

whe[c . d we.*«* to manutaure iti0 „Hsttitato. costs. My 

in the pipe HI H« ^ fee stu d ic d individually and the profit, 

point is that i he specific e ^ requ ited in order to decide on our 

to result must be related to there are possibilities for 

marketing jKOy am. ,nLU ‘ a vht bo quite substantial in volume, but 

m llfth-f “noT! very -.meSS! profit-eifot. relationship, a. least lot 
cjtly muiket development. > j 

Market PoMitxIiliCS 
(frfrf.t to wfecii fihoJd be uietf 
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Figure 12 

Projected sales result 
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So, let’s assume that we have really “cased the joint”—looked over the I 
various alternatives for sales possibilities—and have decided within the indi I 
vidual areas what we could accomplish if we went out to develop these areas S 
On Figure 12 I have put together these data from the standpoint of volume. jfl 
where the bar shows the market possibilities—that is, the extent to which the 
product should be used at the initial selling price. The faint segments of the fl 
stacked line chart indicate, in an accumulative fashion, what we believe we a 
can accomplish as time goes on in each of these end-use areas to give an I 
over-all framework of total sales possibilities. Then, through a selection of 9 
the most attractive ones from the standpoint of profit in relation to effort, I 
wie have finally arrived at an estimate of the sales that we believe we can I 
realize from our proposed marketing program involving the various compon- ft 
ents of product development, end-use development, etc. Finally, we have I 

made a forecast—but you’ll notice I’ve previously called it an estimate of I 

sales. It can only become a forecast upon decision to commercialize. I 

Well, that covers a lot of territory and obviously a great deal of soul 1 
searching and rather precise considerations. We have a marketing program 1 
to propose to our management with the sales volumes to be expected and I 
the profits to be expected. At first glance, it looks like our job is done, 1 

but I would like to bring up one further point which I feel is very important to 1 

recognize and build into the initial marketing program for this new product, m 
The cost of doing it must be a component of the over-all marketing costs 
predicted. This is that we had better be sure that we have built into our 
program the procedure for a continuing evaluation of the progress of the 
venture. Although we have done everything within our power to predict 
results and plan our efforts, there is no question that we will face road blocks, 
and that as new information develops, we may have to make some rather 
profound changes in the way we operate. In other words we need to project 
while formulating the initial program, the procedure and the facility with 
which to carry out the procedure of continuing analysis of market position. ; 

On the last figure (13) I have summarized the sales volume considerations 
previously developed but shown now in the form they will take if we com¬ 
mercialize the product and build its market. What i’ve done here is to \ 
“straw man” the position we will be in in the future (as indicated by the 
future “now” legend on the figure) from the standpoint of the marketing 
analysis requirements to assist the marketing organization in its continuing 
marketing decisions. Thus, I’ve divided our market possibility bar of extent 
to which the product should be used into three inevitable areas; na mely, size 
of possibilities in uses already established, those under development but tot j 
yet established, and those not yet under development but still conceptually 
sound. Just as we are now faced with projecting the position we will be in 
as to initial selling price at the time of commercialization, we will at this 
future “now” time be faced with projecting a future market possibility at a 
possible lower price as scale of production may increase, and so t ie i 
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the right of *«*»? "f t ^“nd a C — 

*-* and therefore, have put 

» “'‘Tmav^k'XS'r to show this future position requirement 
• Now, you may ask why no ^ initial program? My reason is 

for analysis at the tune olastic resin comprises deployment of 

this any conti "““® in established uses, the deployment of develop- 

field salesmen to' «*«>d ■ m ^ ^ inevitab i y , , be mvolve- 

ment technologists g t technologis ts to test ideas and concepts 

hr market soundness. Art course, to be able 

H dCT ,tis P we"mu" buM into ^ marketing program an analysis procedure 

rltf S”haveTw1th t ‘ >gh, into our initial 

hope I’ve been able t0 lea< "quite ^ 

segmenTof^a Marketing team 

factual market data can be developed by staff ma g 
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Figure 13 

Position in event commercialization undertaken 
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Jap analysis teams, but ultimately ititakes the operating marketing people to j 
say just how they will do it and what it will cost, and this is as it should be. 
They Awtll be responsible lor achieving the, result and, accordingly, in my 
opinion, should say what they expect to achieve* > The design of the market- 
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25 1 Marketing Mix 
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Philip Kotler 


■- . , t , „ nroduct will be affected greatly by 

Estimates of the profit potential for a ew p d author 

1 r 2 L •*- limited • 

information is available. . t 

n „ n i tv are increasingly recognizing that new products are basic to 
Companies are merert ^ , 0 one stuiy is now common- 

place for' major companies to have 50% or more of current sales in products 

"ItftfsamTttaeTdevelopment of new products is a costly and risky 

business Some £ product ideas turn £*;**«•£* 

unfeasible after good money has been spent and ot ers 
mercially unsuccessful after still more good money » *£ ^ many 
three out of four new products introduced on the market may fail to at 

finds itself in a dilemma: it must develop new products 

and yet the odds weigh heavily against their success. The 
the innovation function a more rational process through lAmMm 
reforms and improved decision-making procedures. Management is co _ g 
to recognize the desirability of centralizing responsibility for overseeing t e 
process in new product committees and departments. Furthermore, it is re¬ 
cognizing the need for better theory and decision procedures at each s age 
of the new product development process (search, screening, profit analysis 
product development „ test marketing, and commercialization). At each 
stage, a basic decision is called for on whether to abandon the project or 
continue it. The purpose of this paper is to describe a methodo ogy or 
improved decision-making at the third stage, that of profit analysis. 

THE PROFIT ANALYSIS STAGE 

Suppose a new product idea has been screened and found to be compatible 
with the company’s objectives and resources. The next task is to evaluate 
the profit potential of the product. In practice, this evaluation tends to be 


A 


Source: From Journal of Marketing Research, vol. 1, February, 1964, pp. 
43-49. Philip Kotler: Assistant Professor of Marketing, Northwestern University. 
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conducted in the following manner. On the basis of inspiration or previous Bi 
research, management develops a particular conception of product attributes I 
and a marketing program for the new product. Based on this specific con- 1 
ception of the marketing mix, management develops two different estimates | 
One is an estimate of the required sales volume to break even. The other is 1 
an estimate of the sales volume which is likely to be stimulated by the § 
marketing mix. If the sales potential estimate comfortably exceeds the break- I 
even volume estimate, the product idea is judged to-be profitable. If profits I 
promise to be large in relation to the required investment, the product idea 
is likely to pass to the fourth stage, that of product development. ll 

Yet a more refined model for the analysis of new product profit potential I 
is both desirable and practical. Instead of considering only one marketing I 
mix and whether break-even volume is likely to be achieved under it, the I 
more refined model provides for a simultaneous evaluation of the profit 1 
potential of several marketing mixes. The refined model can be illustrated I 

by the following example: I 

The ABC Electronics Company is a small manufacture! of transistors I 
and clock radios and is presently engaged in reviewing other electronic I 
products for possible addition to the product-line. One of these is a small m 
portable tape recorder. Small novelty tape recorders have appeared f 
recently on the market, and they retail at prices between $20-550. The i 
company’s marketing research department has surveyed the market and j 
found that interest in this type of unit is substantial m I crowing. j 

An executive committee is appointed to examine the potential profit¬ 
ability of this product. The production department estimates that $60,000 
would have to be invested in specific new equipment and facilities and 
that this investment would have an estimated life of five years. The 
accounting department submits that the product would have to absorb 
$26 000 a year of general overhead to cover the value of supporting facilities, 
rent, taxes, executive salaries, cost of capital, etc. The marketing depart¬ 
ment advises that the product be supported initially with an advertising 
budget of approximately $20,000 and a personal selling budget of approxi- j 
mately $30,000 and furthermore that it should be priced at approxima ey 
$18 F.O.B. factory with no quantity discounts. Finally, the various opera ing 
departments estimate that the new product would involve a irec 

material and labor cost of $10 a unit. _ 

In the light of these estimates, should the ABC Electronics ^ , 

develop this new product? Is the marketing mix proposed y 
marketing department sound? 

What Is the Break-Even Volume ? primate 

The first step in the business analysis of a new product idea is o 

how many units would have to be sold in order to cover costs. 15 
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even volume is found by analysing how total revenue and total cost vary at 

revenuratTny particular sales volume is that volume times the unit 
L adius ted by allowances for early payment, quantity purchases, and 
&Z, ™ adjustments are fairly straightforward and total revenue as a 

\ in nf sales volume is generally simple to estimate. 

Th tota cost function is more difficult to estimate. Total costs often bear 
Th !. , 1r relationship to output. It is difficult enough to establish the 
Ihaw" of the total cost function for existing products because the statistical 
dara are impure; the total cost function for a new P rodu «' s *"* 

practical matter, the break-even analyst usually assumes a hnearJota1 cos 

0 | output but may be sufficiently accurate for intermediate levels, according 

tn si j me recent statistics! cost studies [3]. 

The total cost function is composed of variable and fixed cost elements. 

In the example, variable costs are assumed to be constant at $10 a unit. h© 
following fixed costs are found in the example. The tape recor er 
additional fixed investment of $60,000 with an estimated life of five 
On a straight line basis, this amounts to an annual depreciation cost 
$12,000. The new product is also charged $26,000 a year or i s s 
M general overhead. This figure presumably represents a long-run estima e o 
the opportunity value of the corporate resources required to support this n 
product. In addition, the company is considering an annual expenditure of 
|20,COO on advertising and $30,000 on personal selling. Fixed costs, therefore, 

add up to $88,000 ($12,000 + $26,000 + $20,0C 1 + $30,000). 

The break-even volume can now be estimated. At the break-even vo ume 

(Qb ). total revenue (TR) equals total cost (TC). But total revenue is price (P) 
times the break-even volume and total cost is fixed cost (F) plus the product 

uf unit variable cost (V) and break-even volume. In symbols: 

TR = TC 

P • Qb= F+V • On 

Combining similar terms, and solving for Qb . we find that 


Qb = 


P-v 


P V is the difference between price and unit variable cost and is called the 
unit contribution to fixed cost. It is $8 in the example. The company would 

have to sell 11,000 units ($88,000 -f- $8) to cover fixed costs. 

At this point it would be useful to express the break-even (Qb ) UOt a 
constant but rather as a function of the elements in the marketing mix. T e 

^break-even volume will vary with the product price and the amount of 
marketing effort devoted to the new product: 
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$ 12,000+826,000+ A+S 83^000+A+S 

Qb — p am P—$10 


where A 

S 

P 


p-sio 

advertising budget 
sales budget 

unit sel'ing price to wholesaler 


i 


In Table 1, eight alternative marketing programs a e 


TABLE 1 

Minimum Volume Requirements as a Function of Msrkctin^ MIn 


Some possible marketing mixes 
Price Advertising Sales budget 


Break-even volume Q b 


1. 


3. 


4. 


5. 

6 . 

7. 

8 . 


816 

16 

16 

16 

24 

24 

24 

24 


$ 10,000 
10,000 
50,000 
50.000 
10,000 
10,000 
50,000 
50,000 


$ 10,000 
50,000 
10,000 
50,000 
10,000 
50,000 
10,000 
50,000 


9,667 

16,333 

16,333 

23,000 

4,143 

7,000 

7,000 

9,857 


listed for this product along with the implied break-even volumes. In the 
case of mix # 5, the company could sell as few as 4,143 tape recorders t£ 
break-even; while in the case of mix # 4, the company would have to sell as 
many as 23,000. This high sensitivity of lie break-even volume to the 

marketing mix decision is often overlooker! in profit analysis. 

The eight marketing mixes in Table 1 are a small sample from the very 
large number of mixes which could be used to market the new tape recorder 
They were formed by assuming a high and low level for each of t le mar e mg 
variables and elaborating all the combinations. Suppose executive ° P '" 

held that $16 is a price on the low side while $24 is a price onthe Jig ■ 
and that $10,000 is a low budget for advertising and personal sc i g P 

lively, and $50,000 is a high budget. This yields eight strategy combinations 

(2.2.2=2 s ) and makes the marketing mix problem manageab e. 

Each mix is a polar case. For example, mix # 1 represents t e co 

strategy of setting a low price and spending very little for P romo ' lon . . 

works" well when the market is highly price conscious, p ^ se ^ SC ^ (SVC i, 0 i 0 gical 
mation about available brands, and is not easily swayed y P * 
appeals. Mix # 4 represents a strategy of low price and 
The interesting thing about this mix is that it produces a ig _ of a 
but also requires a high sales volume to break-even. Mix # where 

high price and low promotion and is used typically m a se h 

the firm wants to maximize short-run profits. Mix # 8 consists ket 

price supported by high promotion; this strategy is often used m ^ 
where buyers are sensitive to psychological appeals and to qua i y. iona( 

mixes ( # 2, 3, 6, 7) are variations on the same themes, with t 


1 
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feature that different assessments are made of the comparative effectiveness 
of advertising and personal selling. But it should be noted tha while the 
division of a given budget between advertising and personal selling aff 
t actual sales volume, it does no, affect the break-even volume. 

Different marketing mines no, only imply 
hut also differences in the sensitivity of profits to deviations from the break 

even volume. For example, the break-even volume is approximately the smne 
for mixes # 1 and #8. Yet the high price, high promotion character of # 8 
promises greater losses or greater profits for deviations from the b r eak-even 
volume. This is because there are higher fixed costs under mix 8 but one 
,l, ev ar e covered, additional volume is very profitable because of the hg 


Break-even analysis is necessary, but not sufficient by itself to identify 
the optimal marketing mix. It indicates what volumes have to be achieved 
but does not indicate what volumes are likely to be achieved. Missing is an 
account of how various elements in the marketing mix will affect the actual 

volume of sales. 

Ideally the company requires a demand equation showing sales volume as, 
a function of price,' advertising, personal selling, and other important 
marketing mix elements. Such equations are difficult enough to derive for 
established products where there are historical data, let alone for new pro¬ 
duct ideas where there are none. Yet though the product is only an idea at 
this stage, there arc some research procedures which can yield useful infor¬ 
mation for estimating sales. A survey could be made of the attitudes and 
interests of various consumers toward alternative product features and prices. 
It might help to develop some prototypes of the tape recorder in order to 
get firsthand reactions. The survey may indicate what socio-economic groups 
constitute major prospects for this product. The approximate number of 
persons in each prospect group can be estimated from census data. In addi¬ 
tion, an analysis can be made of the relative strength of competitors in 
different segments of the market. Since information is expensive to collect, 
a Bayesian analysis of the value of specified types of additional information 
should be performed at each juncture [2], 

Through this type of research and analysis, the executives will have a 
better idea of what sales volumes are likely to be achieved with different 
marketing mixes. For each particular mix, the executives can develop a subjec¬ 
tive probability distribution of possible sales volumes. The mean of this proba¬ 
bility distribution shows the expected sales volume for this marketing mix. 
Let the expected sales >lume be denoted by Q. The fourth column in Table 2 
shows an (hypothetical) expected sales volume for each of the eight marketing 
mixes. It should be noted that sales are expected to move inversely with 
price and directly with the amounts spent on advertising and personal selling. 
• However, increased promotion is expected to increase sales at a diminishing 
rate. 
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the Best Marketing Mix and the lmjnwd Profit t< 

At this point,! the expected volume (Q) ami the break-even volutie t 
car be compared for each rrux The results lire shown m column 6 of T*h| 

The greatest extra x<>lume(<>—Qs) is achieved with mix *1 Bute 
volume fat not a su ent indicator of the best mix. The extra volume umu 
he multiplied by the unit value (P— V>. A high price mix delivering a 
extra volume may be superior to a low price mix delivering a lame 
volume. Therefore Z — (P — V) . (Q — Q* > has to be calculate* *- 
marketing mix. These results are show* hi column 7 of Table 2 

7. is t measure of the absolute ‘its expevted fn'n drferent markeriujjj 

mixes. Of the mixes shown in Table 2. mix # 5 appears to o the larpa’ 
amount of profit. This mix calls for the product to be sold at a h’gh pu.» 

with little promotional support. This str ,tegy is often used when a com: ,*r 
believes its product has been smartly designed and essentially sells itself I 
before ABC Electronics can be sure that it has found the best marketing mx. 
or thjf the product should be produced at all. it must examine some add 

t.onal issues. ] * | 9 

I. The profit estimates for the ei^ht marketing mixes may rot he equd* 
reliable. The profit estimates were derived from prior cost anJ sal« 
estimates Management may have a varying amount of confidence in these 
different estimates. Suppose management has much more confidence in Its 
sales estimate for marketing mix # 6 than # 5. This greater confidence mat 
arise because the executives have more experience in using strategy t> 
The choice they lice is between a highly uncertain profit expeettnon <f 
SIH,‘**»8 and a more certain profit expectation of $16,800. Most m^nagert'im 
have a risk aversion and are willing to accept a strategy with a lower expected 
profit if the accompanying risk Is suffn nrly less However, tht SpMH 
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TABLE 2 

A Comparison of Expected Volume (0* and Break-Even Volume (0*) 1 

Various Marketing Mixes 



(U 

(2) 

Kfarkrttng 

(2i 

Mix 

(4) 

(5) 

(V 

Volume a^OfC 

Br^ak -even 

(7) 

Pwfai 


F 

A 

5 

0 

Qb 

Q-Qb 2-(f 

Vi (Q-Qti 

1. 

$it» 

1! 0.000 

» 10,000 

12400 

9,667 

2,733 

116,344 

7 

16 

10,000 

50,000 

18,500 

16,333 

2.167 

1 V* , I 

1 - f 

3. 

16 

30.000 

10.(00 

15,100 

16,333 

-1,233 

— 7,W 

4, 

16 

50 JO') 

50,000 

22.600 

23,000 

— 400 

. f. ta A 1 

5. 

24 

10.000 

10,000 

5,500 

4.143 

1,357 

|R,99^ 

6, 

24 

iOsOOO 

50,0 0 

*,200 

7,000 

1,200 

16,140 

2,002 __ 

V 9 

24 

50.0TO 

10.000 

6,700 

7.000 

—300 

1 

24 

50,0(0 

50,000 

10.000 

9,857 

143 


amount of trade-olf of expected profits for risk reduction will vjry 

managements. 
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, t-icte for risk be measured and introduced into 
How can managemen two different ways to accomplish this 

the formal analysis? There are at in which management 

one is through the pre^aUonof of expected profit 

expresses its P refer ^ e considering each marketing mix, management 

and risk. Let us recall that ‘ n . .. tion of possible sales outcomes. 

developed a subjective ^ as used Now assume that the standard 

Only the m«Ml. °< the distn measure of ris k. A low standard 

deviation of this distribution is outcome and a 

deviation means that management is very unS ure. The 

high standard deviation mea ^ calculated from the standard 

standard deviation of the profit esti den ote the standard devia- 

deviation of the sales estimate 1 . Let us use , 


112,000 


$ 10,000 


SB, 000 


16,000 


$ 4,000 



$ 7,000 


$ 4,000 


$ 8,000 


$ \ 2,000 


$16 000 


$ 20,000 


for 


Figure 1 

Company indifference curve 
expected profit (Z) and risk ( 0 i) 



. y , p_vi o-Ob ) Suppose both 0 and Ob are e * u " 

‘Expected protit is mven by lince rtainty of 0 reflects the difficulty of estimating 

mated with some uncertainty. break-even volume, reflects the difficulty of esti- 

vdrs. and the uncertainty o uncertainty in estimating sales is 

, S r°f "my in estimating cosls. let and . .he 

independent of the degree of uncertainty 
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tion of estimated profit. Let (Z, », T represent the expected profit and 
standard deviation of profit, respectively, of the marketing mix with the 
highest Z- in our example, this is mix 5 and assume it is ($18,998, $12,000). 
Then management can be asked to list other (Z, a ) such that it is indifferent 
between them and (Z, „ )*. For example, management may be indifferent 



. itiRQ'iR «i2 00(») (SI6.000, $6,800' ($13,000, $4,200), ($10,000 $2,000), 

mp e* po uts” Ffgure 1. The region to the left of this curve consists 
inferior profit situations while the region to the right of this cutve consists 

_ • s r-v \ r 4- 1 , ^ 4-X\ r* m n if*I^ Fit i n m Ivor 


lniciiui pi win. ..- „ , . , 

* • c. c-iftiotirtnc: Then the (Z. <r. ) for the other marketing mixes 

nTZt% f hes ro-,I an plot in the infetior region, then mix # 5 
remains' ??e best S? ^further qualifications. If any points plot 

in the superior region, the foregoing procedure can be repeated to es a is 
a new Indifference curve to the right of the old one and the remaining con- 

te lfZZrenThas e d'fflcuky a inthinking of risk in terms of standard devia- 
tions, an ‘alternative procedure can be used 

asked to express its preferences between various gambles where the risks 

are stated. The preferences become the basis for the 

scale for various money sum, Fma management^ wift ns^avets ^ 

F^Zh marketing mix, the possible profit m 

outcomes. Then the probabilities are used to find tte expec edUIW y 

that matketing mix. The best marketing mix can be defined as the 

the maximum expected utility [5]. mnr Wtine mixes must be 

2. The absolute profit estimates for the eig _ the best 

Averted into rates of return on investment m order to choose^ « 

marketing mix and to decide lcheth ^ r J° 5 5QQ ^ wi n b e sold in the first 
For example, management estima es ^ _ _ fee sold with marketing mix 

# 6 . But mix * 6 will tie up more dollars than m« # e ° ach mis 

inventory and marketing are carried out on Miy # 5 is still 

Z should be expressed as a ratio to the required >»vesttient. M, 

likely to stand out as the best choice m the example. ^ 

question also can be answered: is the cxpecte ra c o develop 

the company's target rate of return? The company is not 1 kely to ^ 

a new product whose expected rate of return falls . • j profits 

3. The use of expected profits ignores the sh00 ld be 

implied bit different initial marketing mixes. At the outlet, 


- --- . rpcnprtive decrees of uncertainty. Then o z , 

standard deviations, represent the r spec v »egre e lonentary iheorems o« 

standard deviation of profit, can - Applying these theorems 

Cvwifirallv rr a = a 2 cr a and ct“, + v =<7 x+° y- Appiy B 
variances. Specincaiiy» o ax x 

Z=(P—V) (0—Ofc), CT B =< P—v ) 


. x ■+ y v x i ~ Y* 


to 
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emphasized ,ha, management is >,or *5tS 

mix to be used over the hfettme of his product. fluc . 

change over time because of competition, 5 anJ jf stron g 

Illations, and the m. T*£%g?3>S£ £«, the*ABC Electronics 
competition enters the market wnt* -r re d U ce ^ pnce 

Company may find it expedient »<*■**£\ un.amount t0 adopting 
and/or change its promotion. Either react 

3 marketing mixes in the proht analysis 

new product d-elopmen, the company ts trym * ^ 

strategy and its implied initial p.otit The comnany is 

amount of profits expected in the first year 1 SSiSTC* 

interested in discovering the , (h difficulty of foretelling the 

cost as possible as soon as possible because of the d mcu y 

fate of the product beyond a few years. Yet it is also a tact 

late 01 ine I j ff t on t h e company s long-run 

marketing mix can have an , P ice medium promotion mix like # 2 in 
Sra'th iniStles volume, P ,ends to Wngabom an earlier satu^on 

«Si «K« 

ultimately may lie in simulating on a computer different time - 
mix decisions under alternative assumptions and eve 

indication of alternative profit-possibilities. 

4 The previous analysis assumes that no market,ng mix has been oie - 

looked which might yield a higher expected profit than the eight listed 
mixes. The sales estimates (Q) in Table 2 can be viewed as a sample from a 
larger universe of executive opinion concerning the functional relations ip 
O — f rp A S) It may be possible to find an equation which closely describes 
these^ estimates' The^equation could then be solved to estimate expected 
sales, and ultimately profits, for marketing mixes which were not explicitly 
considered by the executives. For example, a plausible mathematical form 
for demand functions is the multiple exponential: 


Q 

where k 
a 
b 
c 


- kPa A h Sc 
as a scale factor 
= the price elasticity 
= the advertising elasticity 
= the personal selling elasticity 


The multiple exponential equation has provided a useful fit in several 
demand situations [4]. This form fits quite well the sample values of (Q f in 
Table 2. This is more by design than by accident. The least squares equation 




is 


Q = 100,000 P-2A1/8S i/4 
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Price has an elasticity of - 2, that is, a one per cent reduction in price, other 
things equal, tends to increase unit sales by 2 per cent. Advertising has an 
elasticity of 1/8 and the sales budget has an elasticity of 1/4. The coefficient 
100,000 is a scale factor which translates the dollar magnitudes into the , 

appropriate physical volume effects. 

Several of the preceding equations can now be drawn together. 


Z = (P—10) (Q—Qb ) 



100.000 P-2A18SI/4 
38,000 f A-fS 

P—10 


(1) profit equation 

(2) demand equation 

(3) break-even volume equation 


The best marketing 
Z, that is, profits. 


mix was defined initially as the one which maximized 
Solving equation (1) in terms of (2) and (3), Z can be re¬ 


written as: 


7 - (P—10) (100,000 P— 2 A * / 8 S * I 4 —38^00(M' A+S) 

P—10 

Z = (P_ 10) (100,000 P— 2 A , / 8 S 1 / 4 )—38,000—A—S 

Z - lOOOOOP-*At/8SV 4 -bOOO,0OO F-2M/*'/«- 

Jl 


38.000—A—S 


(4) 


Thus Z is a function of three marketing variables. 

The next step is to find that unique set of values of P A 
maximizes Z in (4). This is a problem in different,al calculus. The work » 

carried out in the appendix where the following values emerge. 


P = $20 
A = $12,947 
S = $25,894 
Z = $26,735 


It is interesting to compare this mix with mix # {or * pdce 

highest Z of the eight mixes considered in Table 2 M ^ ngw ca 1cu- 

late calls attention to the possibility that a somewhat £***£ * 

increase in advertising expenditure, and a substantial P dollars . 

selling expenditure might boost profits by w-veu t h e 

Thus it may be possible to employ mathematical analysis o ° ^ w 

limitations of considering only a small set of mat -e mg ^ ^ nalvsis 

have illustrated this in terms of Z, a more implicated of 

uncertainty, different investment requirements, and more than 
marketing variables. 2 

. * the effect 01 ^ 

2 It possesses a number of plausible properties. First, it * , on the levels 

specific marketing variable depends not only upon its own level but also 


have lllustratea iim m ui 1 

can be prepared for finding the best marketing mix 
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SUMMARY AND CONCLUSIONS 

The overall challenge of new product development is to weed out the 
^impracticable ideas as early as possible and to process the remaining, > 

*as Efficiently as possible. The profit analysis stage is where a product 
which has been found to be compatible with the company’s ob)ectives and 
resources must be analysed for its profit potential. It is not sufficient con 
fine the analysis to one specific conception of how the produc will look and 
be marketed, though this is the typical practice. For the marketing mix wi 
influence both the costs and the sales of the new product, and it is not o vious 

in advance which mix will maximize expected profits. 

The method outlined in this article requires management to develop 

estimates of likelv costs and sales under different maiLeting mr.o- on t.ie 
basis of the best' available information. These estimates become the raw 
data in an analysis which seeks to determine the best marketing mix and 
whether this mix promises a sufficient level of profits, in the face of uncer¬ 
tainty and the required investment, to justify developing the product. 
Admittedly there is no way to prove that the suggested analysis does in 
fact lead to better decisions at the profit analysis stage. Its claim is that it 
calls attention to the relevant factors and outlines a systematic way to 

consider them. 
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APPENDIX 

The objective is to find the unique set of values of price (P), advertising 
(A), and personal selling (S), which maximize profits fZ) in the equation : 

Z = 1 OO.OOOP—■ A </8S'/ 4 -1,000,000P-2 AI / 8 S' /4—38.000- A-S (1) 

First find the first three partial derivatives of Z and set them equal to zero : 


«Z 

«P 

sZ 

*A 


= — I OO.OOOP— 2 A i /«S' /4 + 2.000.000P-3 A i/ss < / 4 =0 

= 12.500P—l A—T/«S»/ 4 — 125,OOOP-2A-7/8S'/4-1 =0 


sZ 

sS 


-« 25,OOOP— 1 A 1 / 8 S— 8 / 4 -“25O,0OOP— 2 A*/ 8 S — 8 / 4 —l-0 


( 2 ) 


(3) 


(4) 


Rearrange the terms in (2 s ': 


«Z 

aP 


= 100,000P A 1 / 8 S 1 / 4 (20P-1 -1)=0 


(2a) 


Assuming that P ^ oo , A ^=0, and S =£ 0, it follows that i 20P— 1 —1) 

P = S20 


= 0 or 


(5) 


of the other marketing variables. Thus a price of S16 will have one demand effect if 
advertising and selling are each set at 510,000 and another if advertising and selling are 
each set at $50,000. This interdependency does not exist with linear equations. Second, 
the exponential equation shows diminishing marginal returns to increases in the adver- 
tising and sales budgets and this accords with intuitive expectations. Finally, the 
exponents represent the respective elasticities of the marketing variables, provided 
there is no intercorrelation between the independent variables. 
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Next, rewrite (3) and (4): 

12.500P—’A— 7 / 8 S'/ 4 (1—10P-i)=l 

25,OOOP— *A l / 8 S— 3 / 4 (1— 10P— ')=! 
Divide (3a) by (4a), term for term: 

1/2 A—'S = 1 

S = 2A 

Next substitute (5) and (6) in (3a): 

12,500 (20—*) (A -7 / 8 ) (2A))[0 —10(20“*)] 
Substitute (7) in (6): 

S = 2(1 2,947) = $25,894^HH|^^H 


(3a) 

(4a) 


( 6 ) 


1 A = SI 2,947 


( 7 ) 


( 8 ) 


a = A i ij — * 

. The optimal marketing mix (P, A, SI is ($20, $12,947 $25,894). The exec, 
lives would forecast that this mix would produce a sales volume of: 

Q = 100,000- 2 A 1 / 8 S 1 / 4 

= 100,000(20-2) (12.947 1 * / 8 ) (25,894*/ 4 ) 

= 10,358 . , , , 

The break-even volume implied by this mix would be: 


38,000 +A+S 
“ P 10 

38,000+12,947 + 25,89 7 
— 20—10 


Finally? profits (Z) under the optimal mix would be: 

Z =(P— V)(Q— Ob) 

= (20-10) (10,358-7,684) 

= 826,735 


references 


1. Booz. Allen, and Hamilton. ZdsZnsr Business Horizons, 

2. P. E. Green. “Bayesian Statistics ana 

3 (1962), 101*109, . wt , Yrvric * McGraw-Hill, I960, 

3 J. Johnston, Statistical Cost Ana ysis, ® Wiley and Sons, 1962. 96 • 

i L Nemmers, Managerial for Decisions, New York: 

5 R. Schlaifer, Probability and Statistic f 

McGraw-Hill, 1959, Chapter 


J 

£. 









i 


♦ 


r 


261 The Man in the Package 

Ernest Dichter 

^Marketing management must take an increasing interest in packaging s '"« ™ re 
than mere product protection is involved. Its role as a salesman is vitaj> This report 
defines the characteristics of a well-designed package from the consumer s point 

of view. 

OUR VANISHING SALESMAN 

Aside from the product itself, the most personal contact a manufacturer 
has with his customers today is the package that contains his product. 

This means that the package has a difficult job to do. It must replace the 
living, breathing salesman as a vital link between the manufacturer and 

consumer. • . 

More and more, the trend in selling goods is toward ~seU-serv fce^ xfffi 

only is this true in supermarkets, but also in five-and-dime emporiu ms, 
clothing establishments with pipe racks, and an ever-growing variety of 
stores and shops. The salesman simply isn't there any more. ,And as we 
get further and further into the era of the Vanishing Salesman, the role of 
the package as a salesman becomes more prominent and more urgent.- 
Many packaging designers and manufacturers are already aware of the 
personal character o' the package-consumer relations iip^ At a recent semi¬ 
nar held by the Paraffined ffiarton Research Council, it was evident that 
designers and makers of packages are no longer content to view the success¬ 
ful package as one that mainly gives them a feeling of pride about their 
contributions to the finished article. The successful package was not seen 
merely as one with an intriguing shape or design, but as one whose overall 
design, shape, color, and printed message delivered an impact that resulted 
in a personal relationship between the consumer and the package on the 
shelf 1 _^"-' 

^4Today the package must come alive at the point of purchase. The sales¬ 
man may no longer be visible behind the counter, supplying a necessary 
living element in the selling process. But he is present, just the same. 

He has stepped inside the package,/ 

formerly, a manufacturer had ittle control over the salesmen who 
represented his product in retail stores. They were jolly or grumpy, inept 



Source : Seventeen-page booklet published and copyrighted 1957 by the Paraffined 
1 larton Research Council. Ernest Dichter : President, Institute for Motivational Re¬ 
search, Inc., Croton-on-Hudson, New York. 
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or skillful, pleasant or not, courteous or not—depending on the weather 

or the season or the state of then nerves. 

The salesman in the package presents no such problem. I fe is yours to 

create and control. 

A poorly designed package tells the consumer that the maker oi the pro¬ 
duct does not care. Like an impatient salesman at five minutes before 
closing time, he is saying “take it or leave it.” But a well-designed package 
is proof that the manufacturer really cares about both the customer and 
the product and is willing to make an extra effort to please. He is employing 

a friendly, interested salesman. 

lust what is a well-designed package? According to research, the con* 

sumer himself is the measure of a good package. 

If you ask him every consumer has a picture of the ideal package m his 

head' This is not simply a picture of how the package looks: it is a 

dramatic visualization of how it feels as he turns it around m his hand, of 

how it fits into his medicine chest or pantry, and of how easy it is to get at 

the product inside when he really needs it. 

Through his emotional needs, the consumer sets up very demanding 

standards of good packaging. These may be listed as follows: 

Convenience. Does the package hold enough of the product to satisfy 

his needs without being too bulky or too heavy? 

Adaptability. How well does the package fit into his freezer, cupooard, 

^^aS^Do^he feel^sured that you have given him quality? Does the 

PS f t afus r k prcstTj Cel Does he feel that by buying your package he is 

pvnressine something nbout himself. . .. ml 

Dependability. Does the package let him feel that he can rev up . ■ 

the manufacturer? . _ , . .. 0 f the 

Esthetic Satisfaction. Is he pleased and satisfied by t P 

desien color and shape of the package? 

Actually these sis criteria can be described simply as combmi » 

security and esthetic appearance. This quota!,on from !h moth 

youn g perfume purchaser is an example of the practtcal appheah 

criteria: 

My daughter has a perfume now that, God bless her she^an use 

getting it on the floor or all over her dressing table. S ^ ^ 

(name of brand) and (name of brand). One s e a 0 ther 

one had such a big hole that whenever she u*d it *^ -uldnj contr^ 

and it spilled all over, and the whole house sme e . and t he 

has just the right kind of hole. And the box is so g a ^ 

bottle is so swanky. You’d think it cost twenty dollars an ; 
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Here a voung girl’s “dream package" fulfills all the above criteria—with 
special emphasis on status. The desire for status is a consumer motivation 

hat seems to be as vitally involved in the consumer-package relationship 

as in the purchase of any product from premium beers to Cadillacs, btatu 
* and other factors will be examined at length later when we consider the 
core of all successful packaging: how well modem packaging meets te 
emotional and psychological needs of today’s consumer, as expressed in his 
daily purchasing patterns and his conception of the ideal package. 

(K good package does not create the personality of a product. Like a 
good cosmetic on a beautiful girl, the desirable package merely expresses 

personality in a dramatic, easily recognizable way. 

On the other hand, a bad package or design contradicts, underplays, or 

undermines a product’s personality. 

These are important considerations, since the personality of a product is 
an important determinant of brand loyalty. And so this is the place to ask^ 
“Just what is product personality and how is it affected by package design^/ 



Two Images Of Product Personality 

Product personality consists of two parts that we can only isolate on 
paper. One is the physical image , the other is the personality image. 

Physically a bar of soap is round, square, or octagonal; but in its person¬ 
ality image it may appear boldly masculine or softly feminine, modern or 
old-hat, of high status or low, light and delicate or heavy and coarse. 

Although we have separated the two images here, the consumer never does 
so. He sees a unified image of the product’s personality. And, significant 
i >r the | ige designer, any negative features of either image will affect the 


total picture in the consumer’s head. 

For example, some men might reject a bar of soap that was ovoid-shaped, 
strongly scented, and packaged in a frilly box. Too effeminate, they would 
sav. But they might accept the same soap if it were brick-shaped. 



Other Elements of Packaging Design 

Although shape of a product may affect a product’s personality all alone, 
it often shares its influence with other important components of packaging 
such as color, text and illustration. 


Dcsigncts and illustrators of great talent have presented consumers with 
cake mix packages in which the illustrated confection seemed so real, 
virtually dripping with sensory appeals, that the consumer could “taste” the 
cake w hen he saw the pack age on the supermarket shelf. Unfortunately, there 
arc other cake mixes in which the package fails to express the true person¬ 
ality of the cake. Cake is a dessert that signifies abundance to most con¬ 
sumers (ice cream is another), but we often find the illustrated cake cramped 
on one side ot the box, covering not more than 60 per cent of the surface. 

In such a case, the best way to revive the cake’s true personality is to 
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redesign the package, enlarging the illustration so that it bleeds off" the 
box on both edges. 


Design Can Correct Wrong Impression 

fSometimes the consumer insists on misinterpreting a product’s personality 
in spite of all a good designer can do. 


3 


When this happens, the goal of the packager must be to change the 
product’s personality and thus alter the consumer’s impression of jt/ 

Tea used to be advertised in a way that reinforced the public s mistaken 
impression that it was a “weak sister” beverage suitable for sick people and 
kindly old ladies. Research showed that both the packaging and adverting 
copy needed to be converted to the masculine gender. This ca ed for 
stressing the he-man quality of tea, and the use of the color red was recotn- 
mended— replacing the weak blue previously seen in tea advertising. 

In a margarine study, favorable consumer response occurred when the 
name of the brand was printed against the background of a green leaf 
while the margarine was represented as the disk of a daisy This evoked 
an impression of naturalness, a desirable personality trait for margarme 
But consumers formed a mistaken impression of another 

Ae ice cube wfth a test tube ; the symbol evoked fear (of harmful chemtcals) 

3 1 me desTirs'ca"n £££ *. consumer against the quality of . 

product. Here is an instance of a Midwestern housewife s response 

margarine package: 


From the point of view of design, I like the (ferand X) bos. (Brand Y) is 
too cluttered, too much to look at. It has mOTe in orma ion ^ 

to read but only if you're interested. But knowtn,. oleo »■£<J . I 
not stop to read and that's why I'd pick up (Brand X) because q 

seems to be better revealed in the package. 


Here the consumer is providing a most direct gu _ £ a 

Such reactions are the rule rather than t e excep ion. 
product about which the housewife feels she knows all there 


i 


Unified Trade Symbol Important , defea ted if a 

The aims of the most effectively designed package can be 

unified trade symbol is lacking. pa per 

In a study of the advertising and promotion problems 0 ^ ^ olSi 

products company, it was found that t e use o . ^ napkins anJ 

including different brand-name designs, for the premia -p P roduCt 

the lowest-priced napkins made the consumer assoc ate the ent P d 

^1 price ranges with the more generally known trade symbol which app 
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. The suseestion of “cheap napkin” was carried over 

« ' he C ,t hi£ pri«d%uot. Much of this confusion of product per- 
“ Tv was d« to the fact that the packaging of the premium item, besides 

! unified quality trade symbol, did not provide a recognizable 
* diflerential —either in color, text, typography, or brand-name design. 

Changing a Product's Personality 

/fvoole like to say they never judge a book by its cover. dui j 
Tn one study, coffee was served from different coffee makers including the 

most modcn/dripolators and the most antique coffee urns. Most of 
drinkers said thit the coffee poured from the antique urns tasted better. 
Actually it was the same coffee, This confirmed the fact that modern co 

sumers believe that somehow things were better in the P“'-™ re " d 
some, purer, etc. But more important, it indicated that the size, 
hane of the coffee container influenced the drinker’s impression of the taste. 

This ability of a package or container to modify the S«WM»r o^pro- 
duct was further shown in a study for a pharmaceutica p , th 

potency of the drug "packaged” in the larger pill was less than that m th 
smaller one, not only layman but also many doctors were fooled. The 
cal men insisted that the larger pill was the more potent . gjpjjj jji 

Enhancing Status Through Packaging 

(Size is not always the important factor. Sometimes a new and more tas - 
lul design, high in status value, can alter a product’s personality an pve\ 
a prestige it never had before/ Whiskey decanters designed by artists like 
Russel Wright and Walter Landor have given a new prestige to some ot the 
cheaper whiskeys. These containers have turned up in the liquor cabinets 

of persons accustomed to serving only the higher priced whiskeys. 

But this kind of “counterfeiting” involves risks that should be taken into 

account by packaging designers and manufacturers. 

One investigation revealed that while, in many cases, the new decanters 
added prestige to the product, in a significant number of instances the con- 
Mimei (VI i that expensive decanters forced nnmii uluds to 'make up the 

difference” bv using cheaper ingredients in the liquor. 

However, the positive effects on sales piodu^ed by these new dccanUi 
should be seriously studied in any consideration of tie. sale.-* potential that 

lies in the changing or enhancing of a products personality. 

The proof of the package comes the moment the consumer walks down the 
aisle of the supermarket. Either the package reaches out to him in a per¬ 
suasive way, or it lies dead while its nearest and best competitor is chosen 

for the shopper’s basket. 

I The consumer arrives in the supermarket lost in a fog of competitive 
claims that have been drummed into his head by newspapers, magazines, 
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radio TV. and billboards. The similarity of these advertising appeals often 
arrests the development of a distinctive product personality; this fact is 
responsible for the widespread lack of brand loyalty among supermarket i 

customers today. * 

It is up to the package designer, to a large extent, to attract the consumer ■ 

to the particular product on the shelf. But first he must consider what has 
happened to the consumer’s shopping experience. 


The] ’‘New Angle” of Consumer Vision 

/Today's consumer doesn't see the product on the shelf the wav he did ten 
or fifteen years ago. In the past the product was directly in the line of his 
vision, straight across the grocer’s countep) When he viewed the product ,n 
the package, his eyes met it head-on and he could take m all the essentials 
at a glance. The package presented a clear-cut panel, with its brand name, 

colors, text, and shape easily visible. 

But in todav’s supermarket, passing among palisades of parallel shelves 

filled with hundreds of products, the consumer sees mainly a gigantic bln. 

of boxes and cans in which there are no outstanding elements, n this chaos 

a package must have prominent features of design that catch the eye. hold 

the attention, and initiate the dramatic interplay between package an 

natron that makes the package come alive in the customer s hand ' 

P The problem is more complicated than it used to be because the strolling 

sunermarket customer seldom sees many of the packages head-on as e 
in the small grocery store. Nowadays his eyes meet the shelf at an ang e an 
he cannot perceive a clear-cut front package panel. One edge o I t ox an 
parro. one P "de intrude on the area of vision, breaking and weakening .he 

Texamining the packaging problems arising from 
vision, designers and manufacturers might also take into. amain rte P 
menon of periphered vision. Here, m addition to new »** ^ 

there is also present the factor of *“>*•*’2*'* and shap:s , 

effective when seen directly by the consumer, become 
and weak in impact in the dim light and abnormal anf) P J ^ 
These visual phenomena suggest new areas P imnac t from what- 

in design, typography, color, shap=-to assure '"f C ^dy the problem!. 

a complicated one, both technically and psycho■ og.caliy r,U ^ 

major packaging designers are already meeting the challenge 

chandizing techniques. fnllnwine things when it 

To be successful a package must accomplish the following 1 

is on display: 

a It must achieve a “reaching out quality. 

b. It must provoke uninterrupted inspection by the cons 





